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^j^,.  o^-O-  PREFACE 


V/ithin  the  last  few  years  there  has  been  consid- 
erable interest  in  the  analytical  study  of  financial 
statements  with  the  purpose  of  makin^^  them  a  m.ore 
valuable  source  of  credit  information.     This  interest 
dates  back  to  about  1900,  when  credit  executives  be- 
gan to  change  from  their  verj  cursory  exajnination  of 
the  balance  sheet  to  a  more  or  less  accurate  deter- 
mination of  the  ratio  of  the  current  assets  to  the 
current  liabilities. 

Many  prominent  business  men  have  mo.do  valuable 
contributions  to  this  branch  of  credit  work  tlirough 
their  research  and  writings,  but  we  probably  owe  most 
to  Mr,  Alexander  Wall.    V/hen  the  crisis  oi'  1907 
proved  the  fallacy  of  the  current  ratio,  kr.  Wall 
experimented  with  other  ratios  in  hopes  of  discover- 
ing some  definite  and  certain  basis  for  credit  ex- 
tension.    His  position  as  secretary-treasurer  of  the 
Kobert  Morris  Associates  has  given  him  great  acces- 
sibility to  data,  loyal  cooperation  and  assistance 
of  other  credit  men,  and  unequaled  opDortimity  to 
test  his  theories.     Others  who  have  contributed  to 
the  fund  of  information  on  the  subject  are  listed  in 
the  bibliography  at  the  end  of  this  thesis, 

II. 


As  in  the  case  of  every  movement,  there  has  been 
opposition.     Liuch  of  this  opposition  is  on  the  part 
of  old-school  credit  men,  who  assert  that  ratio 
analysis  is  purely  theoretical  and  unnecessary,  but 
some  is  on  the  psirt  of  more  progressive  and  sounder- 
thinking  men  whose  real  criticism  is  directed  against 
the  undis criminating  and  irrational  use  of  ratios. 

The  purpose  of  the  present  study  is  to  investi- 
gate the  uses  and  comparative  v/orth  of  financial 
ratios  as  an  aid  to  those  who  may  be  Interested  in 
the  financial  strength  of  a  given  company. 

V/e  may  hope  to  come  to  some  conclusion  as  to  the 
values  of  the  several  ratios  in  common  use  —  as  to 
their  intrinsic  merits,  as  to  tneir  relations  one  to 
another,  and  as  to  their  relations  to  other  means  of 
establishing;  the  financial  strength  of  a  business. 

The  principal  sources  for  thJ.s  work  are: 
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Stephen  Gilman 
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Vi.  C.  Schluter 
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James  H.  Bliss 
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Charles  '.V.  Gerstenberg 
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tion and  Management 


E.  E.  Lincoln 
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GST^^BRAL  PRINGIFLIilS  OF  CREDIT  ANALYSIS 

Need  for  Impersonal  and.  Scientific  Examination  of 

Applicant 

Applicants  for  credit,  until  recently,  have  been 
judged  by  a  very  haphazard  and  unscientific  examina- 
tion of  their  character,  capacity,  ana  capital. 
Credit  m.en  complinented  themselves  upon  their  credit 
sense  and  relied  largely  on  "hunch"  to  determine 
whether  or  not  credit  should  be  allowed  in  a  given 
case. 

"!e  are  not  condemning  credit  grantors  of  the 
period  previous  to  twenty-five  years  ago,  because  in 
those  days  the  lender  of  money  usually  had  intimate 
personal  acquaintance  v/ith  the  borrower;  but  today 
business  is  more  impersonal.     This  condition  has  been 
brought  about  by  the  vast  increase  in  the  volmrie  of 
business  and  in  the  number  and  size  of  business  con- 
cerns.    No  longer  does  the  banker  deal  with  mere nants 
anci  manufacturers  whom  he  has  always  ioiown.  Economic 
progress  has,  through  subjugating  the  factor  place, 
scattered  groups  of  friends  to  the  four  corners  of 
the  earth  and  has  orou^'^ht  about  intimate  business  re- 
lations between  strangers  thousands  of  miles  apart. 

The  impersonal  nature  of  modern  business  has  made 
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necessary  a  more  scientific  method  of  jucLGing 
applicants  for  credit.     The  decision  cannot  be 
made  b-r  r,  member  of  the  board  of  directors  v/ho 
"kno\;s  '   the  applicant  is  good;  facts  must  be 
brought  in,  verified,  and  carefully  analyzed  by 
experienced  persons.     To  grant  credit  r/here  con- 
ditions are  unfavorable  is  inviting  losses;  to 
refuse  credit  v;here  conditions  p.re  favorable  is 
losing  business  which  comjnerce  and  industry  are 
paying  advertising  men  to  get.     The  correct  de- 
cision m.ust  be  made,  but  it  can  be  made  only  by 
an  impersonal  and  scientific  examination  of  the 
conditions  surrounding  the  applicant's  business. 
The  ere  ait  executive  must  determine  v/hether  or  not 
the  business  is  operating  on  a  profitable  basis  and 
whether  or  not  it  is  likely  to  operate  on  a  profit- 
able basis  in  the  future.     This  need  has  led  to  a 
developm.ent  of\financial  ratios,  ■•.vhich  v;e  are  about 
to  study. 

But  before  v/e  com:  ence  our  study  of  the  ratios 
proper,  let  us  orient  some  of  the  facts  concerning 
the  general  principles  of  credit  analysis,  that  we 
may  see  the  place  of  financial  ratios  in  perspective 
and  thus  be  able  to  evaluate  their  v/orth  in  a 
more  rational  manner. 
Fa^ctors  in  Credit  Analysis 

Any  credit  investigation  recognizes  factors  of 
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two  kinds:     internal  factors,  controlled  directly  by 
the  management  itseli';  and  external  factors,  over  v/hich 
the  management  has  no  direct  control.     Internal  factors 
may  De  class if iea  \mder  two  headings,  management  and 
personnel.     An  analysis  of  the  factors  of  management 
comprises  an  investigation  as  to  whether  or  not  the 
financial  management  of  the  business  is  effective  and 
conservative  and  as  to  whether  or  not  the  general 
management  is  efficient.     Factors  of  personnel  have  to 
do  with  the  aoility,  experience,  and  integrity  of  the 
executives  in  control  of  the  business.    External  con- 
ditions govern  the  trend  of  business  in  general  and 
the  present  and  probable  demand  for  the  product  manu- 
factured or  sola. 
Features  of  Financial  Strength 

The  credit  executive  is  especially  interested  in 
the  financial  management  of  an  applicant.  The 
financial  strength  of  a  going  concern  is  an  indication 
of  business  success,   and  business  success  is  a  condi- 
tion precedent  to  a  going  concern* s  obtaining  a  loan. 
For  a  nev/  business,  too,  financial  strength  is  para- 
mount. 

There  are  four  main  features  of  financial  manage- 
ment: 

1.  The  General  Financial  Structure . --The  finan- 
cial plan  of  a  business  must  be  fundamentally  sound. 
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The  amount  of  capitalization  should  be  reasonable  in 
proportion  to  the  size  of  the  business,  for  if  it  is 
not,  it  eccites  the  suspicion  of  the  investigator. 
Overcapitalization  suggests  an  overvaluation  of 
some  asset  or  an  overpayment  for  some  service  and 
causes  profits  to  he  lov/er  in  proportion  to  capital 
than  the  real  success  of  the  business  dc^ serves; 
undercapitalization  arises  from  the  increase  in 
value  of  some  asset  and  causes  profits  to  be  larger 
in  proportion  to  capital,  and  is  misleading  unless 
discovered  ana  taken  into  consideration.     The  ratio 
of  the  owners'  equity  to  creditors*  equity  is  sig- 
nificant, ror  the  larger  the  risk  assumed  b:'"  the 
ovmers  the  more  faith  they  eviaence  in  the  venture 
and  the  more  interest  and  cai-e  they  have  in  the 
successful  management  of  the  business,    classes  of 
stocks  issued,  fixed  expenses  on  account  of  divi- 
dends on  preferrea  stocks  issued,  ana  privileges  of 
redemption  and  call  engage  the  attention  of  the 
credit  executive  in  his  examination  of  the  general 
financial  structure.     Of  interest  also  are  provi- 
sions for  financing  expansion  ana  growth, 

2»  The  Fixed  Capital  Position , --The  fixed 
capital  of  a  financially  soimd  business  is  not  so 
large  as  to  inhibit  tne  possibilities  of  reasonable 
profits.     Often  businesses  purchase  fixed  capital 
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beyonci  their-  requirements  with  the  expectation  of 
growing  i^P  to  it.     The  'burden  of  such  fixed  capital 
is  lilcely  to  keep  the  business  from  grov/ing  and 
even  to  cause  it  to  fail:  then  if  the  assets  are 
not  readily  marketable  great  losses  are  incurred. 
Fixed  capital  is  often  represented  by  bonis  or  by 
preferred  stock.     The  fixed  expenses  on  account  of 
interest  thus  incurred  should  be  no  greater  than  a 
reasonable  rent  for  property  necessary  to  carry  on 
the  business,   and  as  much  lov/er  as  the  prevailing 
interest  rate  allov/s . 

3.  The  j"orkin,_;  wL.pital  Position . --^^  v/ell- 
managed  business  v/ill  maintain  a  favorable  ratio  of 
current  assets  to  current  liabilities;   it  will  have 
no  greater  than  a  reasonable  amount  of  funds  tied 
up  in  inventory,  receivables,   and  cash;  and  it  -.vill 
maintain  r-ood  bankin  "  connections  and.  be  able  to 
borrov;  to  any  necessary  amount  at  a  low  rate  of 
interest . 

4.  Earnings . — Favorable " earnings  are  a  prereq 
uisite  to  the  successful  negotiation  for  a  loan. 
Bankers  like  to  see  a  business  "plow  in"  a  large 
D9.r--t  of  its  earnings  and  make  adequate  provisions 
for  depreciation  and  maintensmce.     Large  dividends 
are  likely  to  be  the  result  not  of  successful  busi- 
ness operation  but  of  poor  dividend  policy,  -.Thich 
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eventually  leads  to  failure. 
Strength  of  General  l.Iana/^ement 

The  investigation  of  the  general  management 
of  the  applyfin.'];  business  is  less  comprehensive. 
It  comprises  an  examination  of  the  proposition 
itself  and  the  m.anner  in  which  the  proposition 
is  executed.     The  general  plan  of  organization 
and  the  functioning  and  policies  of  the  various 
departm.ents  are  examined.     General  business 
m.ethods;   location,  adequacy,   and  operation  of 
the  plant  and  machinery;  and  attention  to 
detail  in  management  are  considered. 
Strength  of  Personnel 

The  ability,  experience,   and  integrit:/  of 
the  e.cecutives  in  charge  of  the  business  are 
matters  of  obvious  imxportance .     This  is  really 
the  first  consideration  of  a  credit  granter.  He 
has  no  desire  to  do  business  with  people  whose 
personal  attributes  are  not  conducive  to  success 
in  business  or  are  not  consistent  with  honest 
dealings . 

General  Business  Conditions 

External  conditions  having  a  bearing  on  the 
success  of  a  business  are  man;/-.     The  following 
list  is  sug' :es ted; 


-;r6  p.  628  and  3  p.  107 
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A.  Competition. 

B.  Changes  in  demand  for  products  of  the 
c  ompany • 

C.  Operation  of  the  business  cycle. 

D.  Casualties  —  death  of  persons  respon- 
siole  for  the  success  of  a  venture. 

E.  Incidental  factors: 

1.  Bad  weather. 

2.  Tariff  changes. 

3.  Technological  experiments  and  in- 
ventions. 

4.  Changes  in.  trade  routes, 

5.  Sudden  opening  of  new  fields  of 
natural  resources. 

6.  Interruptions  in  transportation 
facilities . 

7.  .crop  failures. 

8.  Labor  strikes. 

9.  Political  conditions. 

10.  Sudden  changes  in  popular  taste. 
Sources  of  Credit  Information 

The  information  needed  for  a  thorough  examina- 
tion of  a  business  may  come  from  many  sources.     It  is 
true  that  most  cases  v;ill  not  require  a  thorough  ex- 
amination       conditions  will  be  either  so  good  or  so 


-8- 

bad  that  a  thorough  examination  would  incur  need- 
less trouble  and  expense.    Marginal  cases,  however, 
in  proportion  to  their  importance  will  require  more 
exact  considoration.     The  following  sources  of  in- 
formation are  at  the  disposal  of  a  credit  executive: 

a.  The  economic  survey. 

b.  The  m^Tket  analysis. 

c.  The  credit  report  and  credit  rating. 

d.  Inspection  of  plant  and  inquiry  into 
management. 

e.  The  budget. 

f.  The  audit. 

g.  The  analysis  of  the  financial  state- 
ments . 

Let  us  consiaer  each  briefly. 
The  Economic  Survey 

The  economic  survey,  for  our  purposes,  consists 
of  an  examination  of  the  condition  oj'  the  industry 
under  consideration  and  of  general  business  conditions. 

The  staoility  of  the  industry  is  of  prime  impor- 
tance.    Any  commitment  in  a  nev/  industry  is  a  specu- 
lative proposition.    A  striking  illustration  of  this 
in  the  early  part  of  1929  is  the  television  industry. 
The  industries  which  are  d'^clining  furniah  another 
example  of  instability.     The  cotton  manufacturing 
industry  in  the  North  presents  an  example  of  diffi- 
culties arising  from  sectional  competition.  The 
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natural  ice,  piano,  and  talking  machine  businesses 
illustrate  difficulties  arising  from  obsolescence  or 
the  inti-oduction  of  improvements  or  substitutes. 
These  examples  suggest  the  importance  of  an  examina- 
tion of  the  industry. 

The  Period  of  Depression —  The  period  of 
liquidation  eliminates  the  weakest  and  most  ineffi- 
cient businesses,  but  this  does  not  mean  that  the 
period  of  dc^pression  is  one  in  which  the  creait  man 
can  ease  up  on  his  vigilance.     There  are  certain- 
factors  in  this  period  which  need  to  be  understood 
in  oraer  to  fiilly  appreciate  the  correct  financial 
position  of  a  concern  from  its  statements: 

1.  Inventories  have  depreciated  and  should 
be  carried  at  market  value.     Are  they? 

2 .  Inventories  should  be  low  due  to  the 
small  volume  of  trade  and  purchasing. 
Are  they  low  enough  to  maintain  a 
respectable  turnover,  or  is  this  con- 
cern supporting  a  large  high-cost 
inventory  in  anticipation  of  higher 
prices? 

3.  Business  debts  should  have  been  liqui- 

^:-The  section  on  the  business  cycle  is  adapted  from 
3  p.  86  ff . 
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dated.    Are  payables  and  receivables  as 
lov/  as  they  should  be? 

4.  Have  imcollectible  receivables  been 
charged  off  as  loss? 

5.  Have  overhead  expenses  been  cut  to  a 
good  proportion  of  the  decreased  income? 

6.  The.  volume  of  business  and  the  margin 
between  cost  and  selling  price  should  be 
increasing.    Are  they? 

7.  Cash  reserves  should  be  large  due  to 
liquidation  of  inventories  and  receivaoles. 
Are  the  reserves  as  large  as  they  should 
be  at  this  time? 

8.  Has  the  business  so  adjusted  itself  to 
conaitions  that  it  caa  go  ahead  v/ith  the 
period  of  revival? 

The  Period  of  Revival.         This  is  the  easiest 
period  of  the  whole  cycle  for  the  credit  man.  Some 
of  the  more  important  credit  factors  of  this  period 
follow: 

1.  Inventories  should  begin  to  move, 

2.  The  inventories  of  debtors  should  also 
begin  to  move;  this  makes  receivables 
collectible,  ana  should  improve  the  cash 
position  of  the  concern, 

3.  The  volume  of  business  and  the  margin 
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betv/een  cost  and  seliinc  price  should 
still  De  increaaing, 

4,  Payables  snould  "be  reduced  from  profits. 

5.  V/holesale  prices  ana  the  prices  oi'  raw 
materials  are  increasing  faster  than 
retail  prices.     Is  the  concern  overstock- 
ing or  speculating  in  inventory? 

The  Period  of  Prosperity.  —  Optimism  is  at  its 
highest  in  the  period  of  prosperity;  businesses  are 
making  more  money  than  at  any  other  stage  of  the 
cycle.     The  credit  laan,  hov/ever,  needs  to  be  more 
than  ever  on  the  watch  lOr  the  turn  oi'  the  cycle  to 
the  next  stage.     Each  business  must  be  considered 
separately,  for  the  peak  is  reached  at  dil'ferent 
stages  by  aifferent  types  of  business.    The  influ- 
ences of  this  period  on  the  credit  position  of  a 
firm  are: 

1.  The  tendency  is  to  buy  more  and  more  in 
advance--to  speculate  on  inventory.  Is 
the  business  overstocked  especially  in 
consideration  of  the  prospect  of  a 
change  in  the  cycle? 

2.  Is  the  fim  tying  itself  up  v/ith  payables 
for  stock  which  it  cannot  sell  for  some 
time? 

3.  Is  the  concern  overselling  --  building  up 
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a  receivaDlGs  account  which  it  might  not 
be  able  to  liquidate  at  full  value? 

4.  Have  unwise  expansions  been  made,  or  are 
such  expansions  contemplated? 

5.  Is  the  firm  living  within  its  incom.e  as 
far  as  expenses  are  concerned? 

6,  Are  sales  increasing  in  physical  volume 
and  is  the  margin  between  cost  and  sell- 
ing price  increasing?    A  decline  in 
either  of  these  is  an  uniavor'ble  indica- 
tion. 

7,  Are  there  indications  that  the  peak  is 
near  in  other  industries? 

The  Period  of  Liquidation.  --  This  is  the  period 
of  financial  reverses  in  which  nearly  every  concern 
will  have  to  suffer  some  losses.  The  credit  strength 
of  a  concern  in  this  period  is  measured  in  large  part 
by  its  ability  to  bear  a  loss  or  by  its  ability  to 
successfully  liquidate  its  inventory  and  receivables. 
The  credit  factors  of  this  period  are: 

1,  Is  the  fim  able  to  suffer  a  loss?  .^nd 
how  much  of  a  loss  can  it  stand? 

2,  '/hat  is  the  net  equity  of  the  ovmers? 
'.That  incentive  have  they  to  stand  by  the 
business  in  hard  times  and  fight  it  out? 
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3,  How  successfully  can  the  overstock  of 
inventory  be  liquidated?    What  turnover 
can  be  maintained? 

4,  Can  needy  but  financially  sound  customers 
be  carried? 

5,  V/hat  is   the  actual  and  potential  supply 
of  funds? 

6,  Can  the  fixed  expenses  be  carried?  Have 
variable  expenses  been  properly  cut? 

7,  '.7hat  is  the  probable  duration  of  the 
liquidation  period  and  its  intensity? 

The  Market  Analysis 

The  market  analysis  should  reveal  the  extent  and 
importance  of  competition,  the  scope  of  the  market 
whether  it  is  too  broad  for  the  greatest  efficiency 
or  whether  it  mi^'^ht  profitably  be  increased;  v/hether 
the  class  of  customers  is  right,  and  v/hether  the 
sales  and.  aavertising  programs  are  effective.  It 
a±so  measures  the  deraana  for  the  product  and  estimates 
the  position  of  the  industry.    Then  too,   it  suggests 
the  possibility  or  advisability  of  combining  in  some 
way  with  competitors, 

A  knowledge  of  who  the  customers  are  is 
especially  valuable  when  the  number  of  customers  is 
small.     Any  contracts  with  the  customers  as  well  as 
with  creditors  are  important,     ii  favorable  contract 
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with  a  responsible  firm  for  the  product  insures  a 
steady  market  to  the   extent  of  the  contract;  a 
contract  for  materials  ties  up  the  firm  in  a 
liability  to  the  extent  of  such  a  contract.  A 
narrow  market  is  likely  to  be  the  cause  of  diffi- 
culties in  the  event  of  the  custom-ers  ceasing  to 
trade • 

Percival  "Vhite  gives  the  following  functions 
of  a  market  analysis 

1.  A  market  survey  should  lead  to  a  bet- 
ter understanding  of  present  markets. 

2.  It  should  leaa  to  the  discovery  of 
unexploited  markets. 

3.  It  should  suggest  markets  for  any 
by-products. 

4.  It  should  test  the  effect  of  the  sales 
and  advertising  program. 

5.  It  might  point  to  a  change  in  the 
product . 

6.  It  may  result  in  the  more  accurate 
correlation  of  purchasing  with  pro- 
duction ana  sales. 

7.  It  may  point  to  a  way  of  eliminating 
seasonal  variations. 


11  p.  5 


-15- 


8.  It  may  point  out  defects  in  the  mar- 
keting system. 
The  Credit  :?eport  and  the  Credit  Rating 

The  credit  report,  if  well  done,  contains  a 
history  of  the  company  and  lists  the  factors 
on  v/hich  credit  may  be  based.     It  gives  the  ex- 
perience of  other  creditors        mostly  trade 
creditors        with  the  company,   and  in  addition 
contains  miscellaneous  information,   such  as  the 
bankruptcy  record  and  the  fire  record,  v/hich 
are  importsnt  and  might  not  be  revealed  by  other 
methods  of  investigation.     Then  too,   the  credit 
report  serves  as  a  check  on  the  information 
gathered  from  other  sources. 

The  credit  rating,   as  listed  by  mercantile 
agencies  such  as  R.  G.  Dun  or  Brads treet ' s , 
although  primarily  for  the  use  of  trade  creditors, 
yet  is  valuable  for  the  purposes  of  comparison 
and  check.     It  gives  the  opinion  of  experts 
as  to  the  concern's  borrowing  strength  expressed 
in  doilai^s. 

Inspection  of  Plant  and  Inquiry  into  Management 

Professor  O'iieill  of  -ioston  University  attache 
considerable  importance  to  an  unannounced  visit  by 
a  credit  execu':ivo  to  the  plant  of  the  v/onld-be 
borrower.  Such  an  inspection  ./ould  j^ive  a  general 
indication  of  conditions  within  the  plant;  such  as 
the  attitude  of  the  v/orkers,  the  efficiency  with 
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which  the  plant  is  operating,  and  the  managerial 
ability  of  those  at  the  head  of  the  concern. 

Much  weight  is  given  to  the  efficiency  of  the 
managoriai  staff  of  a  borrowing  "business.  Many 
times  banks  loan  large  amounts  to  businesses,  even 
when  conditions  do  not  look  especially  good,  on 
the  strength  of  initiative  and  abiilt^T  of  the 
managers.     In  such  cases  it  is  necessary  that  there 
be  some  insurance  that  tlie  same  management  continue. 
A  corps  of  well-trainea  assistants  is  one  thing 
that  the  creait  man  hopes  to  see.    Absolute  se- 
curity may  be  obtainea  by  taking  out  insurance  on 
the  lives  of  the  managers,  provided  the  policies 
contain  the  aisability  clause. 
The  Budget 

The  practice  is  growing  in  favor  in  progres- 
sive  firms  of  preparing  a  budget  of  operations, 
"The  business  budget  is  a  coordinated  plan  which 
points  all  factors  of  manufacture,  selling,  and 
distribution  to  a  aefinite  objective  and  is  tied 
in  with  the  general  accounting , 

Programs  of  sales  and  advertising,  production, 
purchases,  expenses,   and  plant  additions  are 

-Ji-l.  p,  64 
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commonly  budgeted  and  are  of  significance.  The 
financial  plan  of  the  company  is  most  interesting 
to  the  credit  analyst.     This  part  of  the  budget 
shows   (1)  the  cash  oalance  at  the  beginning  of  the 
period,    (2)  receipts,    (3)  expenditures,   (4)  borrow- 
ing needs,   (5)  liquidation  of  debt,   (6)  cash  bal- 
ance at  the  end  of  the  period. 

Such  a  budget  is  of  value  only  if  well  followed, 
but  if  an  organization  does  follow  a  buaget  consist- 
ently, it  becomes  very  valuable  from  the  standpoint 
of  the  credit  executive  of  a  lending  bank.  It 
serves  as  a  foundation  on  v/hich  to  base  his  decision 
and  makes  him  realize  that  he  is  dealing  v/ith  a  pro- 
gressive firm. 
The  Audit 

Lack  of  ujiiformity  in  accounting  method, 
especially  in  account  nomenclature  and  statement 
presentation,  makes  necessary  in  most  cases  of 
financial  analysis  some  sort  of  an  interpretation. 
Then,  too,  olipshod  method,  inaccuracies  of  tech- 
nicjue,  and  intentional  distortion  have  made  veri- 
fication and  check  necessary.     Analytical  account- 
ing performs  these  Inunctions  and  presents  the  audit. 

An  audit  is  made  to  disclose  the  following 
information:-;:- 

-"-6,  p.  3 
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1.  General  verification  of  the  accoujits 
of  a  Dusiness  to  determine  its  fi- 
nancial condition,   its  operating 
results,   and  the  fiduciary  integrity 
of  those  m  charge. 

2.  To  determine  whether  the  funds  of  an 
organization  have  been  properly 
accounted  for  and  its  affairs  properly 
aconinistered. 

3.  To  determine  the  profits  or  losses  of 
a  Dusiness. 

4.  To  determine  costs,  inventories,  fire 
losses,   and  other  information  of  a 
like  character. 

5.  To  detect  I'raud. 

6.  To  determine  the  extent  of  fraud  already 
detected. 

7.  To  prevent  fraud  by  the  moral  effect 
upon  the  client's  st^^ff. 

Audits  shoula,   to  oe  of  the  greatest  assistance 
and  validity,  be  prepared  by  a  certifiea  public  ac- 
countant who  has  been  chosen  because  of  his  disinterest 
in  the  case  and  because  of  his  good  reputation.  Although 
there  are  cases  of  certified  public  accountants  who 
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have  unintentionally  or  intentionall:/  been  careless 
in  their  work,  for  the  most  part  their  certificates, 
as  well  as  the  certificates  of  recognized  appraisal 
companies,  can  toe  accepted  unhesitatingly. 
Analysis  of  Financial  Statements 

The  economic  survey  determines  the  cyclical 
factor,   the  market  analysis  investigates  demand  and 
competition,   the  credit  report  throws  light  on  the 
personal  i actor  and  on  the  hJ.story  of  the  concern, 
the  inspection  of  plant  makes  clear  the  working 
organization  of  the  fir:/.,   the  oudget  gives  the  future 
plan  of  the  business,  and  the  audit  proves  the  accurac 
of  accoimts .     It  remains  to  uetermine  the  most  im- 
portant factor- -financial  strength. 

The  financial  statements  of  a  concern  are  the 
m.ost  tangible  evidence  of  its  intrinsic  v.orth  and 
crp'dit  strength.     For  many  years  statements  have  been 
prepared  and  examined,  but  not  until  the  last  twenty- 
five  years  has  there  been  any  comprehension  of  the 
vast  amount  of  information  contained  within  the 
balance  sheet  and  the  profit  and  loss  statement.  V/hat 
information  the  credit  executive  m.ay  find  in  these 
records  is  for  us  to  discover  and  report  upon  in  the 
following  pages. 
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THB  APPRO AGIi  TO  STATEMENT  ANALYSIS 

Persons  Interested  in  Financial  Statements 

The  original  purpose  of  accounting  was  to 
record  transactions  and  so  the  books  of  a  business 
concern  amounted  to  little  more  than  a  diary.  Kven 
nov;,  the  primary  j:\inction  of  accounting  is  to  furnish 
the  management  with  specific  data  which  will  guide  it 
in  its  formulation  of  plans  and  policies.     But  today 
there  are  many  other  persons  interested  in  the  well- 
being  of  a  business  organization.     These  four  classes 
of  persons  look  to  the  financial  statements  for  infor- 
mation of  interest  to  them: 

1.  Investors  --  who  buy  stock  in  the  concern, 
a  class  of  persons  which  has  grown  from 
the  financiers  of  V.'all  Street  to  the 
citizens  of  Main  Street. 

2.  Bankers  and  capitalists        who  loan 
money  to   the  concern.     No  longer  are 
business  men  satisfied  with  local 
banking  facilities;   they  go  where  they 
can  get  the  best  accommodations,  often 
at  a  great  distance. 

3.  Merchants  and  others  --  who  offer  goods 
and  services  on  a  credit  basis,  but 
who  know  their  custom.ers,  generally, 
only  thJTOugh  correspondence  and  credit 
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reports . 

4.  Proprietors  and  officers  --  who  want 
to  test  the  efficiency  of  capital  a.nd 
raanagement ,  but  who  find  old  methods 
inadequate  for  testing  a  complex 
organization . 
The  investor  is  interested  in  the  security  of 
his  coimnitment  and  in  at  least  a  fair  return.  Those 
who  loan  money  are  interested  in  the  safety  of  their 
principal  and  in  interest  on  their  commitment.  Trade 
creditors  want  to  l-mow  that  they  will  be  paid  for 
their  goods  in  due  time;  proprietors  and  officers 
are  especially  interested  in  the  efficiency  of  the 
organization  and  in  a  rev/ard  for  their  risk. 
Need  for  Uniform  Accounting  Methods 

Important  as  a  correct  interpretation  of  the 
figures  on  financial  statements  is,   it  is  usually 
true  that  most  of  the  persons  who  should  learn  much 
of  vital  interest  from  them  do  in  reality  receive 
but  little  enlightenment  from  their  inspection. 
Especially  is  this  true  of  persons  who  are  not 
intimately  connected  with  the  management.  Hetero- 
geneous accounting  practice,  which  has  prevailed  in 
this  country,  has  allowed  accounts  to  be  so  manipulated 
that  the  condition  of  the  business  appeared  much 
better  than  it  actually  wa;..- .     It  is  true,   too,  that 
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"the  average  man  does  not  understand,  how  to  read  and 
interpret  rina.ncial  statements  in  a  way  to  get  the 
most  inform.ation  out  of  them,   and  also,   as  financial 
statements  are  usually  presented,   considerable  v/ork 
is  necessary  in  analyzing  them."-;8'    Already  a  movement 
toward  uniform  accounting  methods  is  under  way,  but 
there  is  still  miuch  work  to  be  done  in  that  field. 
Statements  and  Account  Nomenclature 

One  of  the  chief  difficulties  in  connection 
v/ith  the  analysis  of  financial  statements  is  the 
lack  of  uniformity  in  account  nomenclature  and  in 
accounting  procedure.     In  order  to  gain  the  greatest 
value  from  the  statements  of  a  business  concern,  it 
is  necessary  to  knov;  exactly  what  each  item  repre- 
sents.    There  is  at  present,  no  standard  y/ay  of 
presenting  financial  information,  although  the  spread 
of  accountin;^  knowledge  and  the  work  of  certain 
agencies  such  as  trade  associations  are  doing  much 
tov/ard  that  end . 

This  lack  of  uniform.ity  is  due  in  large  measure 
to  the  folloY/ing: 

1.  The  nature  of  the  business  done.  A 
grocery  store  will  have  a  different 
set  of  accounts  from  a  railroad  or 
from  a  copper  m.ine . 

2.  The  amount  of  business  done.     A  large 
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concern  usually'"  has  need  for  a  more 
coir.plete  accounting  systeri  than  has  a 
sma 11  c  o n c  o  r n . 
5.  The  type  of  organization.     The  statements 
of  a  corporation  differ  from  those  of 
a  sole  proprietorship  and  those  of  a 
large  holding  company  differ  from  those 
of  a  less  intricate  organizat ior . 

4.  The  abilitj^  of  v/homever  keeps  the 
hooks.     It  is  obvious  that  an  untrained 
bookkeeper  or  accountant  xiill  not  keep 
a  set  of  books  in  the  same  manner  as 
will  a  trained  accountant. 

5.  T'-'e  purpose  of  the  statements.  T;iere 

is  but  little  difficulty  in  manipulating 
accounts  to  shov;  to  the  credit  man  a 
profit  and  to  the  tax  collector  a  loss. 
Below  is  included  an  accepted  and  easily  under- 
standable form  of  each  of  the  two  comnon  types  of 
financial  statem.ents: 

A  .SUGGESTED  POHM  OP  BAL^iNCE  iiHEET  TO  BE  USED 
BY  .C0RP0RATI0:;3  IN  PRESENTING  FINANCIAL 
INFORMATION  TO  BANK  CREDIT  K'CECUTIVES-::- 

ASSETS 

Cash 

On  hand 
In  bank 


;M  p.  52 
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Receivables 

Accounts  --  customers 

Notes  customers 

Trade  acceptances  customers 

Sundry        for  m.erchandise  sold 
Inventory 

Finished  goods 

Goods  in  process 

Haw  material 

Goods  out  on  consignment 

Goods  in  transit 

Goods  under  definite  commitment 
Listed  securities 

U.  S.  Government  bonds  ' 

Readily  marketable  securities 
Miscellaneous 

Call  loans 

Total  Current  Assets 

Fixed  Assets 

(Plant  or  Fabricating) 

Real  estate 

Plant  and  equipment 

Furniture  and  fixtures 

Automobiles 
(Miscellaneous) 

Stocks  and.  bonds  of  subsidiaries 

Motes  ana  accounts  receivable  from  officers  and 

directors 


f 
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Notes  and  accounts  receivable  from  employees 
Notes  and  accounts  receivable  from  subsidiaries 
Sinking  fund 

Cash  surrender  value  of  life  insurance 
Prepaid  expenses 
Deferred  charges 
Railroad  claims 
Advances  to  salesmen 

Total  Fixed  Assets 
Intanrrii-'le  Assets 

Goodwill        deducted  from  total  of  statement  and 
net  worth 

Patents  and  trade-marks        deducted  from  total 

of  statement  and  net  worth 
Treasury  bonds  —  deducted  from  total  of  statement 

and  funded  debt 
Treasury  stock  —  deducted  from  total  of  statement 

and  net  worth 
Bond  discount  --  deducted  from  total  of  statement 

and  net  v/orth 
Promotion  expense        which  can  occasionally  be 

deducted  serially  from  undivided 

profits,  but  in  liquidation  is  of 

no  value 

Total  Assets 
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LI ABILITIES 

Payables 

Notes  payable 

Accounts  payable 

Trade  acceptances  payable 

Liability  under  letters  of  credit 

Overdrafts 

Accounts  receivable  credit  balances 
Special  deposits 

Taxes 

Income  taxes  and  reserve  for  federal  taxes 

City  and  State  Taxes 
Miscellaneous 

Accrued  items 

Dividends  declared 

Total  Current  Liabilities 
Funded  Debt 

Bonds 

Mortgages 
TOTAL 

Reserves 

Depreciation 
Bad  Debts 

Inventory  shrinkage 
C  on  t  ingen  c  i  e  s 

Retirement  of  preferred  stock 
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Reserve  for  sinking  fund 
Net  Worth 

Preferred  stock 
Common  stock 
Surplus 

Undivided  profits 

Total  Liabilities  and  Net  V/orth 

FORM  FOR  PROFIT  MW  LOSa  iSTATEIvlENT-st 
Gross  sales 

Less  outward  freight,  allowances,  and  returns 

Net  Sales 
Inventory  beginning  of  year 
Purchases,  net 
Less  inventory  end  of  year 

Cost  of  oales 

Gross  profit  on  sales 
Selling  expenses  (item.ized  to  correspond  with  led- 
ger accounts) 

Total  selling  expenses 
General  expenses  (itemized  to  correspond  v/ith  led- 
ger accoimts) 

Total  general  expenses 

-;5-Suggested  by  the  Federal  Reserve  Board  in  their 
pamphlet  "Approved  Methods  for  the  Preparation  of 
Balance  Sheet  Statements."     From  1.  p.  61. 
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Administrative  expenses   (itemized  to  correspond 
with  ledger) 

Total  administrative  expenses 

Total  expenses 

Net  profits  on  sales 
Other  income 

Income  from  investments 

Interest  on  notes  receivable,  etc. 

G-ross  income 
Deductions  from  income 

Interest  on  bonded  debt 

Interest  on  notes  payable 

Taxes 

Total  deductions 
Net  incom.e  -  profit  and  loss 
Add  special  credits  to  profit  and  loss 
Deduct  special  charges  t  o  profit  and  loss 

Prol'it  and  loss  for  the  period 
Surplus  beginning  of  the  period 
Dividends  paid 

Surplus  ending  of  period 

Statement  Nomenclature 

aescription  of  the  items  listea  in  the  fore- 

-"-Material  for  this  section  has  been  taken  principally 
from  7  Ghapt.  XIII  and  1  Ghapts.  II,  III,  &:  IV. 
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going  statements  will  perhaps  be  not  out  of  place. 
Cash.        Cash  should  includr^  only  actual  cash 
and  items  so  certainly  and  quickly  convertible  that 
we  may  almost  say  spontaneously  convertible  into 
cash.     Only  in  the  statements  of  the  larger  con- 
cerns aoes  this  item  cause  any  difficulty. 

Cash  on  hand  includes  the  funds  kept  in  the 
cash  drav/er  for  current  expenditures.     I,  0,  U.'s 
from  employees  or  from  others  should  not  be  in- 
cluded, nor  should  notes  payt.ble  on  demand  be 
included. 

Cash  in  bank  incluaes  all  cash  on  deposit  in 
banks  which  is  subject  to  check.     Special  deposits 
for  the  purpose  of  taking  care  of  current  liabili- 
ties may  be  includ'^d  in  cash,  but  special  d"-'ooGits 
set  aside  as  a  sinking  fund  should,  not  be  included 
as  cash,     neither  should  savings  accounts  nor 
certificates  of  deposit  be  included  ror  they  are 
time  deposits  and  are  subject  to  one  month's 
notice  before  withdrav/al.     It  is  well^  to  be  sure 
that  cash  has  not  been  counted  twice  --  by  thje 
parent  company/  and  by  a  subsidiary. 

Receivables .  --  Accounts  receivable  should 
represent  current  claims  against  customers  v/ho 
owe  for  goods  bought  on  open  account,  .^.ccoimts 
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not  due  for  more  than  sixty  or  ninety  days  can 
hardly  be  called  cuin--ent  and  should  in  conserv- 
ative oractice  be  included  under  rixed  assets, 
miscellaneous,     accounts  that  are  ujicollsc tible 
should,  of  coiu-'se,  be  charged  off  to  expense, 
and  doubtful  accounts  should  be  placed  together 
with  accoimts  due  from  memDe-^s  of  the  organiza- 
tion und'^r  fixed  assets.     If  some  accoujits  have 
been  pledged,  that  is,  used  as  collateral  for 
borroY/ing  purposes,  a  proper  separation  should 
be  made  and  a  corresponding  liability  entered  on 
the  other  sicie  of   tlie  balance  sheet. 

Notes  receivaijle  should  consist  of  only 
those  written  evidences  of  indebtedness  which 
are  given  by  customers  for  merchandise.  Notes 
receivable  from  all  others  should  be  listed  under 
fixed  assets,  for  their  liquidity  is  usually  very 
doubtful.    A  time  limit  should  also  be  set  on 
notes,  and  long-term  notes  included  ujiaer  fi7.ed 
assets . 

Traae  acceptances  receivable  are,  for  the 
purpose  of  financial  analysis,  practically  the 
same  as  notes  receivable.     In  some  com.panies  they 
are  the  usual  method  of  ip&yment. 

Sundry  items  such  as  I.  0.  U.'s  may  be  in- 
cluded under  receivables  provided  there  is  no 
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question  as  to  their  liquidity,  and  provided  tiie7 
cire  riven  in  con  rid  ^'r.''.  tier  for  meroh;:.n:^As?  sold. 

Inventory .         Inventory  consistij  .of  raw 
materials,  goods  in  the  process  of  manufacture, 
ana  finished  goods  held  for  sale.     Goods  ot'  r-o-inif 
ment,  goods  in  transit,  and  goods  under  aeiinite 
commitment  are  a  part  of  inventory  until  title 
actually/  passes.     orv-pHes  are  included  b--  riany 
accountants,  but  tlie  better  practice  is  to  include 
these  with  prepaid  expenses. 

It  should  be  ascertained  v/hether  the  inventor;^ 
is  balancea  or  not.     Effective  use  of  an  inven- 
tory cannot  be  made  if  there  is  an  overab-ondance 
of  items  which  are  not  usable  or  salable  without 
other  items  of  which  the  inventory  show;j  an  ujider- 
supply.     An  e cample  of  this  might  occur  in  the 
baking  business, where  a  lai-'ge  inventory  of  rye 
flour  is  accumulated  far  in  advance  of  needs.  .;hi 
flour  must  be  store  ■  av/ay,   subject  to  the  oossi- 
bility  of  deterioration  or  spoilage,  while  CienianuG 
are  going  to  be  made  on  working  capital  for  pur- 
chases of  large  quantities  of  wheat  flour. 

An  overbalancing  of  the  invenuory  is  likely 
to  occur  v/hen  a  purchasing  agent  sees  the  oppor- 
tunity to  stock  an  item  at  a  low  orice.  'juch 
"bargain  buying"  is  not  well  advised  for  the 
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material  is  likely  to  deteriorate,  or  cSter  a 
tie  it  may  be  replaced  with  a  better  material. 
Tlien,  too,   cr^n  Ital  is  beiii;';  tied  up,  -noinnibly 
to  tlie  point     .;liere  cash  diccouj-its  have  to  be 
foregone  or  v/orkin^  capital  borrowed, 

Irv^rtoricG  are  frequently  stated  too  hi["h, 
due  to  leakage  not  Checked  up  by  actual  count, 
shJTinkage  in  voiuiiie,  or  declii  e  in  market  value, 
'T'^^-^  usual  practice  ir:  to  carry  inventories  at 
cost  or  market,  whichever  is  the  lov/est.  This 
policy  is  none  too  conservative,  especially  in  the 
c:-  :-^  or  items  Y/hich  are  liable  to  great  slirinkage , 

Li s t e d  Se cur i tie s .         Often  a  balance  sheet 
contains  the  item  "investments*'.     This  Item  has 
been,  used  as  a  catch-all  for  not  only  all  sort-; 
of  securities  —  good,  bad,  and  indifferent 
but  also  such  incidental  expenses  as  promotion 
expense  and  advertisin^;^  e.rpense.     The  term  "listed 
securities"  includes  only  united  States  Goverrmient 
bonds  and  other  securities  v/hose  m.arket ability  is 
unquestionably  good.     ;.ll  other  securities  should 
be  listed  under  fixed  assets. 

Miscellaneous  Current  Asc:;ets.  --  Current 
assets  are  those  which  are  readily  convertible  into 
cash  in  the  ordinary  course  of  business.     In  addi- 
tion to  quick  assets  —  cash  and  items  immediately 


convertible  into  cii.3h--current  assets  incluci^s 
also  inventories  which  are  readily  salable  and 
other  as:iets  which  may  be  turned  ir.to  cash  v/ithin 
a  fev;  i;:onths  .     Then  in  ;<.o  oormininc  v/ nether  an 
item  belongs  with  current  assets,  we  sh^Ul  apply 
the  test  of  convertibility.     Thus,  call  loans, 
very  readily  convertible,  are  considered  current. 

Plant  and  Equipment.        Separate  accounts 
should  be  kept  for  the  variouG  fixed  assets  in- 
clud.-^d  under  this  head  —  Li^ikx,  BuilciinG-^^  i''urni- 
ture  and  Fixtures,  iiutomobiles ,  etc.    Any  general 
account  is  easily  padded,  and  it  is  not  infrecpientl 
that  a  general  "Plc-n.t"  account  coTitci.ins  an  element 
of  promotion  expense.     Two  other  factors  to  watch 
for  are  depi'eciation  and  "charging  to  Capital". 
The  figures  given  may  have  never'  been  depreciated; 
they  may  have  been  appreciated  Y/ith  a  supposed 
increase  in  value;  or  they  may  have  been  incorrectl 
evaluated  in  the  beginning.     Improvements  and  re- 
pairs should  be  charged  to  operating  expenses,  not 
to  capital. 

Miscellaneous  Fixed  Assets.        Here  are  in- 
cluded all   assets  for  which  no  provision  has  b e en- 
made .     Som.e  of  the  items  v:hich  are  included  under 
this  heading  on  pages  24  and  25  are  often  found 
undt-^r  current  assets,  but  conservative  accounting 
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practice  demands  that  they  be  classified  as  fixed 
assets.     Notes  and  accounts  receivable  from 
officers,  directors,  and  employers  are  likely  to 
he  extremely  fixed  and  should  he  seprirated  from 
notes  and  receivnbles  arising  i'rom  sales.  :stock 
investments  in  subsidiary,  afriliated,  or  allied 
concerns  are  relatively  fixed,  for  the  apparent 
purpose  is  to  maintain  the  interest  represented  ■ 
v/ith  as  particular  aim  in  view.     The  cash  surrender 
value  of  insurance  policies  on  the  lives  of  e.cecu- 
tives  ana  officers,  too,  are  fixed  if  the  business 
is  to  continue  as  a  j^oing  concern,  and  so  V'all 
and  Duning-::-  oprose  tJie  inclusion  of  this  item  as 
a  current  asset.     They  argue  that  if  cash  is 
realized  on  thJ.s  insurance  due  to  the  death  of 
the  insured,  the  future  of  the  firm  is  less  se- 
cure.    If  the  firm  Dorrows  on  it,  a  current  lia- 
bility is  immediately  incurred  for  eighty  per  cent 
or  more  of  the  cash  surrender  value,   and  the  real- 
izable value  of  the  policy  in  event  of  death  is  re- 
duced by  the  amount  of  the  loan  and  interest. 
Liability  Accounts 

Notes  Payaple.  --  Into  this  account  are  grouped 
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both  notes  payable  to  creditors  and  notes  pa-able 
to  banks. 

A  li:rge  Kotes  Payable  account  is  often  looked 
upon  as  inaicative  of  weal<n.ess  in  the  collection 
department  of  a  business,  but  in  some  lines  of 
business  the  use  of  notes  or  acceptances  is  custom- 
ary.    It  is  true,  hov/ever,   that  inasmuch  as  loans 
from  banks  should  be  used  to  take  advantage  of 
cash  discounts,   large  borrovvings  from  banks  should 
be  ofl'set  by  small  liabilities  to  creditors.  I'otes 
secured  by  collateral  should  be  carefully  desig- 
nated and  a  schedule  or  the  h;.-pothecated  assets 
shoula  accompany  the  balance  sheet. 

Accounts  Payable.  —  This  accojjit  is  liable 
to  be.  misrepresented  in  many  v/ays .     It  is  a  very 
comm.on  practice  for  a  business  to  allow  its  inven- 
tory to  become  lov;  at  the  end  of  an  accounting 
period  so  that  the  current  position  \7ill  appear  to 
be  good.     In  many  cases  it  will  be  found  that  goods 
have  just  been  received,  or  are  in  trjmsit,   or  have 
been  ordered  and  a  liability  thus  created,  but  no 
entries  made.     Proper  entries  should  be  made  for 
all  liabilities,  both  actual  yjid  contingent. 

Because  Accounts  Payable  is  a  current  item, 
it  should  bo  determined  whether  or  not  tjie  debts 
are  current.     It  is  of  value  also  to  know  if  any 
accounts  are  pas  t  due  —  a  condition  rel'lecting 
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UQfavoraDly  on  the  credit  standing  of  the  i'irm. 
Accrued  liabilities  must  not  be  overlooked.  Some 
concerns  give  this  item  separately,  others  include 
it  v/ith  accounts  payable. 

Taxes .  --  V/all  and  Duning  insist  that  tliis 
item  is  a  current  liability  without  regard  to  the 
due  date  of  the  payment.     This  is  the  one  item  which 
simply  must  be  paid,  and  surely  conservative  prac- 
tice demands  that  it  not  be  regarded  as  a  fixed 
liability. 

Miscellaneous  Current  Liabilities.  —  Here  are 
grouped  items  which  are  due,  conservatively,  witliin 
less  than  a  year.     Individual  items  that  are  in- 
cludf^d  comprise  such  accounts  as  accruals  of  all 
kinds,  dividends  declared  but  not  paid,  and  lia- 
bilities for  legal  e:'.pense  and  for  damages. 

Funded  Debt.        The  funded  debt  consists  of 
obligations  which  are  due  more  than  a  year  from 
date.     Any  liability,  no  matter  in  what  form  it  is, 
which  becomes  duc^  in  less  than  a  year  should  be 
classed  as  current.     ;,hen  bonds  or  other  long  term 
obligations  mature  serially,  any  portion  due  within 
a  year  should  be  separated  rrom  the  rest  and  in- 
cluded in  current  liabilities.     In  connection  with 
the  funded  debt  account,  it  is  important  that  any 
provisions  or  stipulations  of  the  obligations 
regarding  current  position,   sinking  fund,  or 
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collateral  ai-e  lived  up  to.     F'ailure  to  live  up  to 
such  requirements  is  likely  to  result  in  operations 
■  gainst  the  current  assets  of  the  company.  It 
should  be  maae  certain  that  mortgages  are  registered 
and  that  title  to  the  mortgaged  property  is  thor- 
oughly exajnined  or  insured. 

Reserves .        The  reserve  account  should  he 
separated  ir.to  its  component  parts  in  order  that 
the  nature  of  the  reserves  may  oe  Imovm.  Charles 
B.  Cushman  in  "The  Balance  Sheet"-"-  classifies  re- 
serves as  fol±ov;s: 

1.  Reserves  applying  to  assets. 

2.  Reserves  that  are  true  liabilities. 

3.  Reserves  that  are  part  of  the  account- 
ing capital  and  are  appropriations  of 
surplus • 

Reserves  for  baa  debts  and  reserves  for  de- 
preciation belong  to  the  first  class  of  reserves. 
These  items  represent  decreases  in  the  value  of 
assets  and  shoula  be  deducted  from  the  assets  be- 
fore ratios  are  computed. 

The  most  comi^ion  reserve  of  the  secona  type  is 
the  reserve  for  taxes.    This  represents  a  current 
liability,  for  it  is  an  amount  v/nich  must  be  paid, 
just  as  an  account  payaDle  is. 


-"-Quoted  by  1.  p.  68. 
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The  tJiircl  class  of  reserves  comprises  those 
which  are  really/  a  part  of  surplus.     Such  reserves 
are  created  in  anticipation  of  improvements,  shrink- 
age in  inventory,  or  retire. lent  of  issues  of  pre- 
ferred stock  or  bonds. 

These  are  rot  the  onl",^  kinds  of  reservr^s.  Each 
kind  of  "business  has  its  ovrn  peculiar  reserves  v;]-,.ich 
must  not  De  considered  together,  but  sefjregated 
ana  applied  accordin;;  to  their  natures. 

Ilet  h'orth.   --  The  net  ^7orth  of  a  business  is 
the  dif:"erence  betv/een  assets  and  liabilities,  and 
represents  the  ov/ners'  equity.     It  is  generally 
regarded  as  equal  to  the  sma  of  common  stoc',  pre- 
ferred stock,   surplus,  and  undivided  profits. 
"This  is  ir.vn.riably  the  gross  me'~.nure,   ■■^owever . 
and  shoulo.  -  uve  deducted  from  it  th  ■   stoc;  hcla 
in  the  treasury^,   the  book  value  of  ;;;oodwill,  whatever 
deficits  have  been  incurred,  and  sucli  assets  as 
might  be  d."^ '^mo fictitious  in  case  of  liquidation , 

Difriculties  in  accurately  measuring  net  v;orth 
arise  t'rom  the  fact  that  tb^e  items  or  which  it  is 
composed  are  sti'iKingly  arbitrary.     The  value  of 
the  stock  as  carried  on  the  books  can  hardly  be 
expected  to  De  evr^/"  approximately  accurate.  Upon 
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analysis,   the  surplus  account  v/ill  be  found,  to  con- 
sist oj"  true  surplus  built  up  out  of  earnin;';s  left 
in  the  business  anct  of  various  items,   such  as 
pro  1  its  fpon  the  sa]. e  of  fixerl  -issets,  v/hich  'lo  not 
result  from  the  regular  business  activities  of  the 
concern.     Then,  too,  will  be  found  items  represent- 
ing ''fre'=''  surplus,  v/hich  is  not  intended  to  remain 
as  a  surplus  but  to  be  expended  to  meet  some  specific 
liability. 

Because  there  is  much  chance  of  the  net  worth 
figure  beinj  ■..idGly  inaccurate,  Professor  Schluter 
suggests  a  test  for  its  correctness:-;;-     "Talre  the 
average  net  income  earned  b,-?"  a  concern  over  a 
period  of  years   (a  period  that  would  em.brace  about 
two  business  cycles,   that  is,   two  depression, 
and  tv/o  prosperity,  periods),   and  to  capitalize 
this  average  of  net  earnings        net  after  all  de- 
ductions are  maae        upon  the  average  rate  of 
interest  of  investments  over  a  similar  period. 
This  average  rate  of  interest  might  be  taken  as 
the  average  of  the  rates  on  both  short-time  •  rd 
long-time  investments,  since,  presumably,  the 
o.-.'ned  capital  in  the  business  v/as  used  both  for 
working  and  for  fixed  " capii-al  "ourposes.     If  such 
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a  capitalization  should  be  tolerably  close  to  the 
figures  of  net  worth  arrived  at  by  adding  the  items 
of  capital  s  took  to  the  surplus  and  undivided 
profits  and  deducting  the  book  value  of  goodwill  and 
deficits,  then  the  net  worth  so  derived  might  be 
taken  as  sufficiently  representative  for  tne  purpose 
of  constructing  the  credit  ratios,     if  a  great  dis- 
parity should  oe  found  between  these  two  methods 
additional  adjustments  must  be  made  in  accordance 
with  the  facts." 
Profit  and  Loss  statement 

Very  often  the  Profit  and  Loss  otatement  is 
not  available  to  the  credit  analyst.     Many  con- 
cerns feel  that  the  information  on  the  Profit  and 
Loss  Statement  is  too  intimate  and  really  unnec- 
essary, and  fear  that  such  information  might  fall 
into  the  hands  of  competitors  who  would  use  it 
against  them.     More  and  i.iore,  however,  it  is 
coming  to  be  realized  that  bankers  and  trade  credi- 
tors are  entitled  to  this  information,  or  at  least 
to  the  sales  figure. 

Sale s .  —  The  aggregate  selling  price  of  all 
goods  which  have  been  sold  is   the  gross  sales,  from. 
which  IS  deducted  outward  freight,  allov/ances,  and 
returns  to  get  the  net  sales  figure.     The  net  sales 
figiire  is  the  one  which  is  of  value,  find  so  the 


-41- 


credit  SLnalyst  makes  certain  of  its  correctness. 
Usually,  however,  v/hen  only  the  sales  figure  is 
given  with  th^  i^p lance  s-ieet,   the  amount  is  that 
of  gross  sales. 

Cost  of  Sales.  —  The  cost  of  sales  repre- 
sents the  cost  of  goods  sold  c'.urinr  the  accoiuit- 
ing  period.     For  a  trading  company  it  is  obtained 
"by  adding  purchases  to  the  openin.j  inventory  and 
deducting  the  closing  inventory.     Lor  a  manufac- 
turing company,  an  account  called  "Cost  of  Pro- 
duction", including  material  ajid  labor,  is  used 
instead  of  ''Purchases."    The  cost  of  goods  sold 
deducted  irom  net  profits  gives  the  gross  profits 
on  sales. 

Expenses .  --  Expenses  should  he  classified  as 
manufacturing,  selling,  administrative,  and  general; 
and  the  individual  items  of  each  classification 
should  be  listed,  in  order  that  the  analyst  may 
determine  if  any  of  the  items  are  unjustifiably 
large.     The  deduction  of  these  expenses  irom  the 
gross  profit  on  sales  gives  the  net  profit  on  aales. 

ITet  Profits.  --  Income  derived  from  activities 
other  than  in  the  regular  course  of  -business  is 
added  to  net  profit  on  sales  to  give  gross  incom.e, 
and  from  the  figure  thus  derived  are  subtracted 
financial  expenses  to  give  'the  net  profit. 
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pii:ai:gial  RiiTios 

Jefinltion  oi'  Financial  Ratios 

The  term  financial  ratios  as  v;e  are  using  it 
in  this  thesis,  applies  in  a  broad  sense  to  the 
expression  in  fractional  or  percentage  form  of 
the  direct  relationship  betv/een  any  tv/o  sets  of 
financial  data.     ::ome  authors  m.ake  a  distinction 
betv/een  financial  ratios  and  operating  ratios,  but 
the  distinction  drir-vs  no  clear  line  of  demarcation. 
Our  justification  for  not  makin;::  this  distinction 
is  based  on  the  fo.ct  that  t.u  balance  sheot  and 
the  profit  and  loss  statement  are  quite  generally 
spoken  of  together  as  "the  financial  statements." 
Significance  of  Financial  liatios 

Individual  items  as  usually  supolied  in 
financial  s^t-.tements  h8.ve  som.e  d'^gree  of  meaning 
in  thenjelves,  but  \vl-.en  compared  v/ith  each  other 
as  ratios  they  take  on  added  significance.     It  is 
interesting  to  know  that  the  current  assets  of  a 
business  amount  to  ,:;10,0U0,  but  it  is  m.ore  inter- 
esting to  know  tbat  at  the  same  time  the  current 
liabilities  ai'-e  05,000 .     Comparing  the  tvo  figures 
v.-e  have  a  relationship  v/hich  is  important  --a 
relationship  which  indicates  the  d;^ogree  of 
surety  that  there  are  funds  with  which  to  ^^ay 
current  indebtedness. 


Valuable  as  ratios  are  individually,  they  are 
of  still  greater  value  when  compared  from  year  to 
year.     Should  the  ratio  of  c\jxrent  assets  to 
current  liabilities  show  a  declining  tendency  over 
a  period  of  years,  an  explanation  would  be  in 
order;  for  such  a  tendency,  although  not  necessa- 
rily predicative  of  financial  difficulties,   is  a 
danger  signal  to  be  taken  heed  of.     The  most 
satisfactory  manner  in  which  to  compare  ratios 
over  a  period  of  years  is  by  the  use  of  index 
numbers.     Some  significant  year  is  taken  as  a 
base   (lOU)o)  and  the  figures  for  the  other  years 
are  compared  with  t)ie  figures  for  the  basic  year 
on  a  percentage  basis. 

titill  further  light  is  thrown  on  the  finan- 
cial condition  of  a  firm  when  several  or  all 
ratios  are  taken  in  combination.     The  trend  of 
the  business  may  then  be  interpreted  by  means  of 
one  composite  index. 

Relationships  between  items  on  the  financial 
statements  of  a  concern  are  figuratively  limit- 
less in  number,     A  d^^ termination  of  all  of  these 
ratios  would  be  a  tremendous  task  and  would  in- 
volve much  unnecessary  work.     So  great  would  be 
the  quantity  of  material  that  its  manipulation 
would  be  unwieldy.    Then  too,  the  results  we 
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should  finally  obtain  would  be  difficult  of 
classification  and  interpretation.  Obviously, 
many  of  the  ratios  we  might  form  would  duplicate 
others;  many  items,  too,  could  well  be  grouped, 
Furthemore,  some  of  the  ratios  are  of  greater 
value  than  others,     we  shall  discuss  only  those 
which  have  been,  by  virtue  of  their  superiority  for 
the  objectives  in  vie^v,  recognized  by  authorities 
and  used  in  practical  credit  work. 
Objectives  in  the  Use  of  Ratios 

V/.  C.  Schluter,  in  his  "Creait  Analysis"-?:- 
lists  five  objectives  "towara  which  every  credit 
investigator  drives  m  seeking  to  unfold  the 
financial  standing  of  a  concern: 

"1.  The  amount  of  ovmed,  relative  to  the 
amount  of  borrowed,  capital  invested 
in  the  business.     This  entails  a 
further  differentiation  as  to  the 
source  of  both  ov/ned  and  borrowed 
capital,  the  latter  covering  short- 
time  of  long-time  funds. 
"2,  The  relative  uses  to  which  the  total 
capital  invested  in  the  business  has 
been  applied.     In  the  main,  this  fac- 
tor seeks  to  determine  the  proportions 

■5r3.  p.  150, 
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of  capital  distributions  among  the 
various  fields  of  "business  operations, 
and  the  degrees  of  balance  maintained. 

"3.  The  amount  of  v/orking  capital  relative 
to  the  requirements,  as  shown  by  the 
current  liabilities  and  fixed  capital 
and  its  managem.ent.     The  management  is 
determined  by  the  working  capital  turn- 
over,  stocking  of  inventory,  receivables, 
or  investments. 

"4.  The  productivity  of  the  capital  invested. 
This  factor  is  in  general  conditioned 
by  the  volume  and  profits  of  sales,  by 
the  supply  and  use  of  working  capital, 
and  by  the  size  of  the  fixed  or  over- 
head costs. 

"5.  The  rate  and  productiveness  of  expan- 
sion.    The  rate  and  returns  of  current 
and  fixed  expansion  are  elements  of 
singular  i'lportance .     The  rate  of  ex- 
pansion must  be  judged  by  the  trend  of 
sales.    Furtherm.ore,  the  sources  of  the 
funds  used  in  expansion,  and  their  in- 
fluence on  Y/orking  capital,  both  as  to 
the  latter 's  possible  depletion,   or  the 
readiness  of  its  supply  relative  to  the 
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possible  requirement  of  increased  pro- 
duction capacity,  are  important," 

THE  SOIJIiCE  /iND  ITi^TUrvE  OF  CAPITAL 

Factors  Influencing  Capital  Aequirements 

The  amount  of  capital  invested  in  a  business, 
considered  b7/  itself,  is  relatively  of  little 
interest  to   the  credit  executive.     It  is  true  that 
he  may  compare  the  capitalization  of  the  firm  under 
scrutiny  with  the  capitalization  of  similar  busi- 
nesses and  perhaps  come  to  some  general  conclusion, 
but  the  fact  remains  that  every  business  concern  is 
unique  in  the  conditions  under  which  it  operates 
and  will  have  capital  requirements  characteristic 
to  itself.     Size,  a^^:e ,  geographical  location,  credit 
policy,  method  of  financing  —  innumerable  indeter- 
minate factors  make  need  for  greater  or  smaller 
amounts  of  capital. 
The  Am.ount  of  the  Investment 

For  information  regarding  the  capital  structure 
of  a  business  concern,  we  turn  to   the  capital  sec- 
tion of  the  balance  sheet  and  investigate  the  re- 
lationship between  the  items  found  there.  Immedi- 
ately we  find  how  much  money  is  invested  in  the 
business  and  from  what  source  it  is  obtained. 

The  amount  of  money  that  is  permsmently  invested 
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in  a  business  —  capital  stock  and  bonds  --  must  be 
large  enough  to  furnish  fixed  capital  and  adequate 
net  working  capital.     The  ability  to  raise  temporary 
capital        to  secure  short-time  loans  and  trade? 
credit  --  is  conditioned  upon  the  basis  of  permanent 
funds.     The  greater  the  percentage  of  fixed  assets 
that  a  firm  needs,   the  larger  the  proportion  of 
permanent  capital  it  requires;  the  more  liquid  the 
assets,   the   greater  the  amount  of  capital  that  may 
be  obtained  by  current  borrowings.-;:-    But  a  determi- 
nation of  the  most  efficient  amount  of  capital  must 
be  made  indirectly  and  in  connection  with  the  condi- 
tions peculiar  to  the  business  under  consideration. 
These  conditions  are  too  complex  and  too  intangible 
and  general  to  permit  of  analysis  by  financial 
ratios.     However,  the  question  is  really  not  how 
much  money  is  invested,  but  rather  how  the  monej  is 
invested.     This  phase  of  the  subject  will  be  con- 
sidered in  the  ne -ct  section,  which  concerns  the  use 
made  of  the  capital  invested  ana  its  distribution 
among  the  assets.     V/e  have  here   to  consider  the 
source  and  nature  of  capital. 

The  following  chart  suggests  the  principal 
sources  of  an  organization's  capital: 
A.  Ovmers'  funds. 

1.  Capital  stock  —  investment. 

-'^4.  p.  173. 
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2,  Earnincs  left  in  the  business, 
B.  Borrowed  funds. 

1.  Lonf'-time  borrowings. 

2,  Short-time  borrowings. 
Whether  the  ovmers  furnish  the  capital  them- 
selves or  borrow  it  depends  upon  two  factors:  first, 
the  desirability  of  trading  on  the  equity,  and  second, 
the  ability  or  desire  on  the  part  of  the  owners  to 
borrow.     If  they  can  borrow  money  at,  say  S% ,  on 
which  they  can  make  10%  to         ,  it  is  profitable 

to  do  so.     On  the  other  hand,  the  ovmers  may  have 

no  better  way  of  investing  their  own  f 'unds ,  or  it 

may  be  that  for  some  reason  they  cannot  find  buyers 

for  their  notes  or  bonds.     The  financial  policy  of 

the  concern  is,  therefore,  the  first  detorm.ining 

factor  in  an  analysis  of  the  source  of  capital. 

The  generally  accepted  financial  plan  for  the 

average  corporation  is  well  expressed  by  Professor 

Guthmann  in  the  following  table:-"- 

Property  Supplied  by 

Current  Assets  Current  Creditors  & 

Bondholders 

Tangible  Fixed  Assets  Preferi-ed  stockholders 

Intangible  Assets  Gominon  stockholders 

Variations  from  this  plan  may  well  exist  v/ithout 
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violating  the  principles  of  safety  or  causing  the 
disfavor  of  credit  executives,  but  let  us  examine 
some  of  the  more  importo-nt  relationships  "  that  do 
have  a  bearing  on  safety  and  do  come  under  the 
scrutiny  of  the  credit  man. 
Net  .;orth  to  Total  Debt 

Factors  in  this  l(atio--The  ratio  between 
net  worth,   (ov/ned  capital)   and  total  debt,  (bor- 
rowed capital)  is  significant.    For  this  ratio, 
net  worth  is  determined  as  suggested  on  page  38 
and  the  total  debt  is  determined  by  adding  the 
current  liabilities   (notes,  acceptances,  accounts 
payable,  and  accrued  liabilities)  to  the  funded 
debt.     Reserves,  according  to  good  credit  prac- 
tice, are  subtracted  from  fixed  or  from  current 
assets  according  to  the  nature  of  the  reserves. 

Significance  of  the  :iatio.         Should  a  large 
proportion  of  capital  be  furnished  from  outside, 
it  is  an  indication  that  it  may  be  difficult  for- 
the  present  management  to  maintain  control.  Indeedy 
it  may  be  that  the  present  ov/ners  have  reason,  in 
their  lack  of  faith  in  the  enterprise,  to  irvost  onl 
as  much  of  t}ieir  money  as  they  must.     This  pllIjio  uir 
measures  the  factor  of  s^jfety.  between  the  equity  of 
the  creditors  and  the  assets.     In  case  of  liquiria- 
tion  the  assets  will  bring  but  a  part  of  the  value  a 
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carried  on  the  books.     The  loss  should  he  borne  hy 
the  owners  of  the  business,  and  so  their  equity 
should  be  large  enou;jh  to  absoro  any  losses  which 
might  be  incurred  in  liquiaation.     I'he  greater  the 
proportion  of  net  worth  to  deot,  the  "easier  the 
debt  pressure  and.  the  further  removea  from  the 
criticism,  of  oeing  'topheavy  v/ith  debt'"-"-  and  the 
more  lavorable  the  general  credit  position  of  thje 
company.     Statistics  sho'v  that  the  capital  con- 
tributed by  the  ovmers  of  businesses  varies  from 
an  average  of  about  48;r$  of  all  capital  for  the 
meat  packing  industry  to  an  average  -of  about  Sbfo  of 
all  capital  for  d?^pai-'tment  stores,     x.s  a  general 
rule  the  analyst  looks  for  at  least  as  much  ovmed 
capital  as  borrowed  capital. 

Computation.  —  For  practical  purposes,  it  is 
convenient  to  express  ratios  in  pr^rcentage  form. 
If  the  ovmed  capital  of  a  business  is    ,10,000  and 
the  Dorrowed  capital  is  ;;5,000  we  might  express  the 

relationship  as  10,000  or         kultiplving  by  luO 

5,000 

we  get  the  ratio   expressed  in  percentage  fom,  200^^ 
of  the  boi-rowed  capital.     In  computing  ratios  we 
alv/ays  divide  the  first -named  account  by  the  second 
and  multiply  oj  100, 

■Use  of  the  Ratio.  —    'e  have  mentioned  before 
that  any  ratio  taken  by  itself  is  \/orth  little;  it 
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must  be  compared  with  other  ratios  to  reveal  any 
great  amount  of  info  ■-•mat  ion.     Thus,  the  net 
worth  to  debt  ratio  of  a  firm  should  be  compared 
with  its  net  worth  to  debt  ratio  of  previous  years 
and  with  the  net  vjorth  to  debt  ratio  of  similar 
firms  as  of  the  same  approxiiria te  date.     In  the 
follov/ing  example  both  com.panies  seem  to  be  equally 
good  the  fourth  year  as  far  as  the  net  worth  to 
debt  raT:io  is  concerned.     However,  com.pany  A  is 
building  up  a  margin  of  owners'  capital  while 
company  B  is  losing  its  margin  of  owners'  capital. 

Net  .,'orth  to  Uebt  Ratios 
Company    1st  7/ear      2nd  year        3rd  year        4th  year 
A  150  175  205  200 

B  230  215  220  200 

Schluter  lists  four  causes  for  variations  in 
the  net  worth  to  total  debt  ratio 

1.  Increase  or  decrease  in  stock  out- 
standing, 

2.  Increase  or  decrease  in  surplus,  or 
profits  loft  in  the  business,  or  defi- 
cits contracted, 

3.  Changes  in  the  methods  of  pricing  items 
deductible  from  net  worth,  such  as  good 
will  and  other  fictitious  items. 

-«-3  p,  169. 
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4.  Increase  or  a^cret-se  in  cm^rent  or 
funded  debt. 

Changes  in  this  ratio  should  be  investigated  be- 
fore they  are  interpreted,  for  it  is  possible  for 
the  rs.tio  to  decrease  through  an  adaition  of 
doubtful  v;orth  to  the  capital  items. 
Ratio  of  ^surplus  to  Net  "Vorth 

Computation.  —  The  surplus  to  net  worth 
ratio  IS  calculated  b;^  dividing  the  surplus  by  the 
net  v/orth  and  multiplying  the  quotient  by  lOU,  thus 

Surplus      ^  2_Q0 
Net  Worth 

Explanation  of  Surplus .        Because  v/e  have 
already  explained  the  manner  of  computinij  the  net 
worth,  \je  have  only  to  explain  v/hat  is  to  be  inclu- 
ded in  the  surplus  account  for  analytical  purposes 
Surplus  represents  the  excess  of  accounted-f or 
assets  over  accountea-f or  liabilities  and  is  very 
apt  to  be  largely  fictitious.     If  the  liabilities 
are  greater  than  the  assets,  the  difference  is  a 
d-^ficit.    Difficulty  in  separating  the  real  sur- 
plus from  the  amount  given  is  due  to  the  intangible 
nature  of  the  item.     L^uipius  may  com.e  into  exist- 
ence in  several  v/ays;-;:- 

1.  Earnings  from  regular  operations, 
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Ordinarily  tnis  is  t'ne  source  of  profits. 

2.  Earnings  from  outsiae  operations. 

3.  Income  from  securities  of  subsidiaries. 

4.  Sale  of  assets  at  an  amount  in  excess  of 
their  cost  or  "book  value. 

5.  Revaluation  of  assets. 

6.  Sale  of  secujrities  at  a  premium. 

7.  Conversion  of  unnecessary  reserves  into 
surplus . 

8.  Donated  surplus. 

9.  Surplus  derived  from,  constituents  of 
consolidation. 

10.  Surplus  accumulated  from  earning' s  of 
previous  years. 
A  determination  of  the  real  surplus  is  largely 
a  matter  of  discretion,  ^ut  a  study  of  the  assets 
should  show  up  any  fictitious  element.  Tangible 
assets  may  oe  highly  overvalued.     21  thorou<::h  ap- 
praisal is   expensive  and  probably  not  practical^ 
but  gross  overvaluations  are  apparent  to  even  an 
untrained"  person  v:ho  takes  the  trouble  to  look 
around.     Intangible  items  are  more  difficult  to 
evaluate,  but  they  should  be  investigated  and  re- 
duced to  a  reasonable  figure  or  perhaps  eliminated 
alto;;e  ther . 

There  is  alv/ays  the  possibility  that  a  part  or 
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the  whole  of  the   surplus  mi^'ht  be  diviaod  among 
the  stockholaers  in  the  form  of  clividends ,  and  here 
is  suggested  the  possibility  of  the  temporary 
holding-up  of  dividends  to  make  the  credit  strength 
appear  greater. 

The  divid'-^nd  policy  of  the  corporation  under 
investigation  is  ..or thy  of  study.     Liany  firms  have 
adopted  the   souna  policy  of  adaing  a  certain  amount 
of  the  profits  to  sur-plus  each  ye:.r,  thus  build- 
ing up  a  margin  to  take  up  deficits  of  poor  years 
and  to  provide  capital  ror  growth  and  expansion. 

Correctly  speaking,  all  of  the  surplus  is  not 
available  i'or  dividends,         good  balance  sheet  will 
distinguish  between  surplus  available  for  dividends 
and  describe  carefully  each  item.     Gutlnnann  gives  a 
ve^y  good  example  from  the  balance  sheet  of  the 
Carthage  Cabinet  Company  from  v/hich  we  quote  tlie 
surplus  section:-?:- 

Surplus,  available  for  Dividends: 
Earnea 
Capital 

Total  Siirplus  Available  for 
Dividend 

Surplus,  Hot  i-.vailable  for  Dividends: 

-;:-8  p.  Ill 
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Re serve s : 

For  Sinking  Fund 
For  Contingencies 
For  "Expansion 

Total  Reserves 
From  Revaluation  of  Gooclv/ill: 
Patents  and  Trade-marks 

Total  ,:iurplus  not  Available 
for  Dividends 
Professor  Dewing  regaras  only  earned  surplus 
availaole  for  dividends:     "There  remains,  then,  of 
the  various  sources  of  surplus  one  and  only  one 
which  may  give  rise  to  that  surplus  from  which  div- 
idends may  he  declared.     This  is  the  surplus  arising 
from  the  normal  annual  accumulations  from  the  profit 
and  loss  accounts."-;:- 

Distinction  is  sometimes  made  between  "free" 
and  appropriated  surplus.     Schluter        takes  the 
stand  that  all  real  surplus  should  be  used  in  the 
surplus  to  net  worth  ratio. 

Significance  of  this  Ratio.  —  "The  surplus 
to  net  worth  ratio  is  a  lojjical  sequence  to  the  net 
worth  to  d^bt  ratio  since  it  reflects  the  source  of 
ovmea  funds  in  the  business;"    An  increase  in  the 
proportion  of  surplus  reflects  favorably  on  the  past 
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operation  of  the  business  and  is  indicative  of  the 
fact  that  the  business  is  preparing  for  the  future  — 
for  future  grov;th  and  expansion,  for  payment  of  oh- 
ligations  maturinf:  in  the  future,  and  for  future 
possiDle  reverses. 

Causes  for  -^han.je  in  this  ratio  are  directly 
dependent  upon  the  sources  as  listea  on  pages  5k: 
and  53  and  upon  changes  in  capital  structure. 
Causes  for  cnanges  in  this  ratio  should,  of  course, 
oe  taken  into  consideration  before  any  conclusions 
are  reached. 

Current  Debt  to  Total  Debt  Ratio 

Factors  and  Computation. —  The  factors 
making  up  the  current  debt  to  total  debt  ratio  are 
easily  determined.     Current  debt  includes  accounts 
payable,  notes  and  acceptances  payable,  accrued 
liaoilities,  and  all  other  debts  maturing  i.vithin  a 
year.     "From  these  accruals,  the  corresponding  pre- 
paid items  in  the  assets  might  logically  be  deducted. 
Reserves  against  current  or  contingent  liabilities 
may  be  excluded  and  can  be  better  handled  hj  de- 
ducting them  from  the  current  assets,  since  reserves 
ao  not  often  carr:/  •■/ith  them  a  d-finite  setting 
aside  of  cash  or  other  assets  and,  therefore,  are 
merely  'paper'  reserves.     On  the  other  hand, where 
a  reserve  is  baaed  on  the  allocution  of  a  specific 
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fund  or  property  item  in  the  assets,  for  example, 
sinking  fund  requirements,  such  items  may  toe  in- 
cluded unaer  current  liatoilities.     In  the  ratio 
here  analyzed,  reserves,  e  :cept  tax  reserves,  can 
be  excluded,  therefore,  as  an  item  under  current 
debt,   since  they  should  more  properly  toe  deducted 
from  the  assets  against  v/hich  they  have  toeen  crea- 
ted."-"-   Total  debt  consists  of  tooth  current  and 
long-tim.e  liabilities  and  is  the  same  figure  that  is 
discussed  on  page  49.     The  ratio  is  represented  toy 
the  formula 

Current  Detot 
Total  Detot    ^  ^^'^ 

Significance  of  the  Ratio.        The  current  detot 
to  total  deiot  ratio  indicates  the  proportion  exist- 
ing betv/een  long-time  and  short-time  otoiigations  ana 
so  indicates  the  source  of  toorrov/ed  capital.  Change 
in  this     ratio  arise  from  the  follov/ing  causes 

1,  increase  or  decrease  in  current  detot, 
or  in  any  of  the  special  items  undf--r 
that  heaa. 

2,  Increase  or  decrease  in  fixed  or  fund- 
ed detot,  or  in  any  of  its  items, 

3,  The  funding  of  current  debt. 

4,  The  recalling  of  long-time  indetoted- 
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ness  and  the  substitution  or  short- time 
oDligation  therefor, 

D-^^creases  or  increases  in  these  factors  have  to 
be  reviewed  with  some  care.     2ach  factor  should  he 
examined  individually  because  simultaneous  changes 
might  take  place  that  would  keep  the  net  result  the 
same,  but  which  might  seriously  affect  the  credit 
position  of  th3  com.pany. 

G-enerally  speaking  it  is  desirable  to  reduce 
both  current  and  non-current  liabilities;  but  if  the 
ratio  IS  to  change,   it  is  well  to  Jiave  it  become 
smaller.     The  principle  involves  is  this:  that 
long-time  debts  are  properly  incurred  only  for  the 
purchase  of  fixed  asaets.    Fixed  expansions  should, 
conservatively  speaking,  be  provided  for  out  of  sur- 
plus, and  present  lon_;-term  indeotedness   should  be 
liquidated  as  soon  as  possible  in  order  to  free  the 
business  of  a  fixed  charge  for  interest,  uurrent 
inlrhtedne 3s  results  from  operatic:  s  and  will  remain 
at  a  rather  even  figure,  barring  seasonal  fluctua- 
tions • 

Current  Debt  to  Net  orth 

Computation.  --  The  items  used  in  this  ratio 

have  been  previouoly  explained  and  so  no  comiment 

is  necessary  here.     The  ratio  is  computed  as  follows 

Current  Debt 
Net  V/orth      ^  100 
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Sis^^if ic^'^ce .  —  The  current  debt  to  net  worth 
ratio  measures  the  extent  to  which  o-.vned  capital 
covers  current  debt.     It  is  desirable  to  have  this 
ratio  100  per  cent,  v/hich  would  indicate  that  the 
net  v/orth  of  the  concern  covers  the  current  liabili- 
ties.    A  decrease  in  the  ratio,   then,  is  "unfavorable 
and  an  increase  is  favorable. 

Variations  in  the  ratio  might  occur  from  the 
following  causes:-;:- 

1.  Increase  or  decrease  in  net  worth. 

2.  Increase  or  decrease  in  current  debt. 

3.  The  payment  of  current  debts  out  of 
previous  earnin^^s,  as,  for  example, 
out  of  accumulated  surplus  or  londi- 
vided  profits. 

4.  Reduction  of  capital  stock  through 
losses  incurred, Y/hich  directly  reduced 
liabilities . 

Net  V/orth  to  Funded  Debt 

The  net  v/orth  to  funded  debt  ratio,  expressed 
Net  Worth 

X  100 

I'^unded  Debt 

supplements  the   current  debt  to  net  worth  ratio  and 
shows  a  similar  relation.     This  ratio  indicates  the 
tendency  of  the  com.pany's  financing  toward  capital 
ovmership  or  toward  trading  on  the  equity.     V/hich  of 
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these  two  methods  is  moct  expedient  is  a  matter  to 

be  determined  in  each  individual  case.  G-enerally, 

however,  an  increase  is  desirable,  for  it  indicates 

the  more  conservative  policy  and  tends  toward  a 

larger  margin  oi'  protection  for  creditors, 

Suomary  of  the  Ratios  used  to  keasure  the  Source 

and  Nature  of  Capital 

The  ratios  we  have  discussed  in  connection 

with  the  measures  and  source  of  capital  may  be 

summarized  as  follows: 

1.  Net  V/orth      Measures  proportion      Increase  is 
Total  Debt 

of  ovmed  capital  to  desirable. 

borrowed  capital. 

2»  Surplus  Measures  source  of        Increase  is 

Net  orth 

ov/ned  capital.  desirable. 

3,  Current  Debt  Measujres  the  pro-        Decrease  is 
Total  Debt 

portion  of  current  desirable. 

debt  to  lon[i  time 

debt, 

4,  Current  Debt  Measui'es  the  ex-  Decrease  is 
Net  ./orth 

tent  to  which  cur-  desirable, 
rent  debt  is  cover- 
ed by  net  worth. 

5,  Net  V/orth      Indicates  the  ten-        Increase  is 

Fund-  d  D^bt 

dency  toward  desirable, 
borrowed  capital  or 
toward  ovmed  capital. 
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These  Ratios  in  Com'bination 

im  examination  into  the  natiore  and  source  of 
capital  entails  the  consideration  of  each  of  the 
ratios  mentioned  aoove.     Any  conclusion  based  on 
one  of  these  ratios  or  its  trend  is  apt  to  be 
misleading;  an  attempt  at  a  conclusion  based  on  all 
of  the  ratios  without  consid??rinf;  them  as  a  group 
is  apt    to  be  confusing;.     It  is  necessary  to  line 
up  these  ro.tios  a;^ainst  each  other  to  be  able  to 
com.e  to  any  determination  of  the  financial  structure 
of  the  ousiness,   ana  especially  is  it  necessary  to 
line  up  the  trenas  against  each  other  to  determine 
what  IS  happening  to  the  financial  structure. 

Should  the  ratios  v/hich  should  be  high  and 
increasing  (1,  2,   ana  5  in  the  summary  above)  be 
low  and  decreasing;   and  the  ratios  which  shoulu.  be 
low  and  decreasing  (3  or  4)  be  high  and  increasing;, 
the  financial  structure  is  in  an  exceedingly  aan- 
gerous  position  and  no  great  amount  of  analytical 
ability  is  necessary  to  come  to  this  conclusion. 
If  some  of  the  ratios  have  a  favorable  tendency  and 
others  have  an  unfavorable  tend-ncy,  need  arises 
for  real  analytical  ability.     Ratios  are  not  a 
means  of  reducing  the  credit  problem  to  an  e--:act 
science;  opoosite  trends  cannot  be  cancelled  against 
each  other  with  mathematical  precision,  neither  can 
absolute  weights  be  given  to  the  several  ratios. 
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Each  case  requires  individual  examination  on  a 
discretionary  oasis  and  each  change  in  trend  must 
be  investigated  i'or  its  cause.     The  cause  in  turn 
must  be  considered  in  the  light  of  its  financial 
expediency  and  its  effect  on  the  credit  position 
of  the  firm. 


U^Ea  ^TD  DISTRIBUTION  OF  CaPITAL 

The  Financially  Sound  Use  of  Capital 

The  use  ana  distribution  of  capital  is  a 
factor  which  indicates  the  degree  to  which  the 
capital  is  likely  to  be  productive  ana  the  securi- 
ty it  represents  to  the  creditor,  and  in  addition 
it  reflects  upon  the  business  judgment  of  the 
management. 

Lincoln-::-  r-ives  a  list  of  sug,:;estion3  which 
are  consistent  with  sound  financial  practice: 

1.  "Keep  the  investment  in  fixed  assets 
as  low  as  possible."     Builaings  and 
real  estate  and  even  machinery  should 
be  rented  if  possible  until  the  fu- 
ture of  the  business  is  assured.  Fixed 
assets,  especially  those  which  are  use- 
ful only  for  special  purposes,  yield 
but  a  small  proportion  of  their  value 
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at  a  forced  sale.     Grantors  of  credit 
do  not  like  to  see  large  amounts  of 
capital  tied  up  in  fixed  assets  becnuse 
it  suggests  over-optimism  and  business 
inaoility  on  the  part  of  the  management. 

2.  "Do  not  invest  any  more  than  is  abso- 
lutely essential  in  inventory."  Specu- 
lation in  inventory  is  a  dangerous 
practice  and  shoula  not  usually  he  in- 
dulged in.    Buying  in  large  quantities 
to  get  a  lov/  price  is  not  as  sound  a 
policy  as  buying  in  small  qutintities  for 
a  rapid  turnover. 

3,  "Do  not  invest  money  in  accounts  or  notes 
receivable  if  this  can  possibly  bo  avoid- 
ed."    It  IS  true  that  accounts  receivable 
are  considered  to  be  more  liquid  than 
merchandise  inventory,  but  only  v.-ien 
there  is  reasonable  assurance  of  liquida- 
tion at  the  due  date.     Most  concerns  have 
a  large  enough  task  in  financing  their 
ovm  buainess,  letting  alone  financing 
the  businesses  of  their  customers  also, 

4,. "a  concern  should  always  keep  a  good 
supply  of  cash  on  hana,  the  relative 
amount  of  which  depends  upon  the  nature 
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of  the  business  carried  on,"     Nev/  and 
small  businesses  have  to  depend  upon 
themselves  for  cash  v/ith  v/hich  to  pay 
their  oblir^xtions .     Nev/  concerno  must 
demonstrate  their  earning  capacity  he- 
fore  they  can  obtain  loans,  and  small 
concerns  are  not  generously  groJited 
credit  as  a  general  rule,    ij.ven  the 
large  concern  can  seldom  borrow  more 
than  five  times  its  avera  •'^  ban':  bal- 
ance.    It  is  not  over-conservative  to 
maintain  a  large  cash  account,  but  of 
course  there  is  such  a  tiling  as  too  slow 
a  turnover  of  cash. 

"Do  not  expend  too  much  money  in  a  top- 
heavy  marketing  program."     Most  business 
es  are  Duilt  up  by  a  gradual  process. 
Markets  can  hardly  ever  be  forced  or 
broken  into;  they  must  be  approached 
cautiously.     Mushjroom  business  often  dis 
appears  as  suddenly  as  it  appears. 
"a  new  concern  shoul  i  concentrate  on  the 
object  for  which  it  has  been  launched." 
Although  the  m.od-^rn  idea  seems  to  be: 
sell  whatever  people  will  buy,  yet  side- 
lines should  De  added  with  much  caution 
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and  only  alter  a  sufficiently  exhaustive 
market  analysis. 
7.  "All  funds  should  he  expend-d  only  after 
careful  planning;  ana  consideration  of 
the  general  needs  and  prospects  of  the 
business."     Too  of ten, over-optimism 
prompts  expenditures  that  more  rational 
consideration  v/ould  condemn  as  unv/ise. 
Productiveness  and  safety  should  guide 
ail  expenditures;  the  aggregative  in- 
stinct mus-c  he  entirely  subjugated. 
In  the  detemination  of  the  uses  to  which  capi- 
tal has  been  put,  a  creait  analysis  of  this  factor 
seeks  to  throw  light  on  the  degree  of  efficiency 
v/ith  which  capital  is  employed.     Efficiency  in  the 
use  of  capital  is  probably  the  most  direct  test  of 
the  business  ability  of  the  management,  and  is 
measured  by  the  degree  of  safety  aad  productiveness 
of  the  employed  f  ujids  ,    The  financial  ratios  which 
throw  light  on  the  subject  are  based  on  the  follov;- 
ing  relations 

1,  The  proportional  amounts  of  the  total 
capital  invested  in  the  business  dis- 
tributed among  the  three  classes  of 
assets  --  "fixed,"   "current,"  and 
"other  assets." 

■j:-3  p.  218 
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2,  The  extent  to  which  ov/ned  capital  in- 
vested covers  the  fixed  investments, 

3.  The  extent  to  v/hich  long-time  borrov/ed 
capital  covers  the  fixed  invpstn'^nta. 

(4.  If  ae sired,   the  amount  of  ov;ned  capital 
present  in  the  business,  in  proportion 
to  the  supply  of  gi''0''5s  working  capital 
current  assets.) 
Let  us  aiscuss  the  ratios  based  on  these  relation- 
ships . 

Fixed  Assets  to  Net  ..'orth  Plus  Total  Debt  iiatio 
Factors  and  Computation o        Both  net  worth 
and  total  de\^t  have  been  discussed  above.     In  the 
computation  of  fixea  assets  should  be  included  all 
"permanent  assets  that  directly  contribute  to  the 
output  or  resale  of  goods."-;:-    In  order  that  this 
figure  might  approach  a  more  real  value  of  the 
assets,  resG  ves  for  dr^preciation  should  be  sub- 
tracted as   siiouid  all  items  ol'  a  fictitious  and 
inflationary  nature  such  as  goodwill.     Here,  again, 
good  judgment  must  serve  as  a  guid'^  as  to  v/hether 
or  not  real  value  exists  to  the  e:tent  that  book 
value  is  claimed.     Scliluter  even  excludes  holdings 
in  subsidiary  companies  from  fixed  assets  except 
when  he  uses  the  term  ^'fixed  investments"  to  cover 
fixed  assets  plus  such  holdings  .-.h:-    The  ratio  is 

-«-3  p.  220  -JHi-S  p.  221 
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axpressed  ac  follov/s: 

 Fixod  Assets  

Net  ^Vorth  plus  Total  D-bt 

Signif icanoe .   —  This  ratio  measures  the  pro- 
portion of  fixed  assets  that  the  business  supports 
An  increase  in  this  ratio  should  prompt  investiga- 
tion as  to  the  causes  and  justification  for  the 
increase.     If  the  volume  of  business  is  larger,  a 
larger  jDlant  may  be  jus  tii'iable .  x.ccordingly 
Guthmann  presents  the  Sales  to  Fixed  Tangible  As- 
sets as  a  test  of  the  justification  of  Increases 
in  fixed  assets.    The  rate  of  fixed  expansion  is 
discussed  later  in  this  v;ork. 

Current  Assets  to  Net  "'orth  and  Total  Debt  Rs.tio 

Factors  and  Computation,        No  new  factors 

are  involved  in  tMs  ratio,  so  v/e  may  proceed  to 

note  the  fonnula: 

Current  Assets  

net  V/orth  plus  Total  "O-^'^t  ^  ^^O 

Significance .  --  This  ratio  is  used  together 
v/lth  the  preceding  ratio  and  the  following  ratio. 
An  increase  is  desirable  in  so  far  as  it  evidences 
gi:eater  liquidity  of  assets  to  bolster  up  the  mar- 
gin between  current  assets  and  current  liabilities 
Danger  signs  to  look  for  are  over-investment  in  in 
ventory  and  over -investment  in  receivables. 
Other  Assets  to  Net  V;orth  plus  Total  Debt  Ratio 

Factors  and  Computation.  --  ''Other  assets"  in 
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cludes  "a  variety  of  items  not  covered  by  Fixed  or 
Current  Assets". 

1.  Other  Assets,   the  item  often  contained 
in  statements. 

2.  Hotes  and  accoimts  given  by  officers, 
stockholders,   and  employees. 

3.  oecurities  or  investments  not  readily 
marketable  (including  holdings  in  al- 
lied and  subsidiary  companies). 

4.  Deferred  charges,  except  prepaid  ex- 
penses, which  might  be  deducted  from 
accrued  liabilities. 

The  formulii  for  this  ratio  is: 

 Other  Assets  

Net  "  orth  plus  Total  Deot  ^ 

Significance ;        Tliis  -ratio,  v/ith  the  tv/o  pre- 
ceding ratios  aro  a  qun.ntitative  measure  of  the 
proportions  exisiiA^,  aiiiong  the  tliree  kinds  of  assets 
of  the  company  and  hence  they  should  be  used  to- 
gether.    Increase  in  tlie  O^-'^'^r  ..ssets  to  Net  "/orth 
plus  Total  Debt  ratio  should  prompt  inquiry  into  the 
outside  activities  of  the  business;  v/hether  it  is 
seeking  control  of  other  companies,  or  speculating 
in  investments  of  one  kind  or  another,  or  tying  up 
its  capital  in  unproductive  assets. 
TIet  '  orth  to  Fixed  Investments  Ratio. 

Factors  and  Coinputation .  —  Here  it  is  necessa- 

-::-3  D.  224 
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ry  merely  to  be  reminded  that  fixed  investments  in- 
cludes fixed  assets  and  investments  in  allied  and 
subsidiary  companies.     The  ratio  is  expressed  thus: 

Net  Worth  ^  , 

Fixed  Investments  " 

Significance .        This  ratio  indicates  the  degree 
to  which  fixed  investments  are   taken  care  of  by 
ovmed  capital.     For  reasons  that  we  have  pointed  out 
before,  a  lOU  per  cent  ratio  is  desirable,     A  de- 
crease in  this  ratio  suggests  that  in  case  of  action 
on  the  part  of  creditors,  liquidation  of  assets 
essential  to  the  operation  of  the  plant  may  become 
necessary. 

Funded  Do'ot  to  Fixed  Investments  R.-itio 

Factors  and  Computation,  --  Funded  debt  in- 
cludes Mortgages,  Bonds,  and  Other  Long-time  Debts; 
Fixed  Investments  was  explained  in  connection  with 
the  previous  ratio.    The  formula  follows: 

Funded  Debt 
Fixed  investments  ^  -^^ 

Significance ,  —  This  ratio  measures  the  pro- 
portion bet\/een  long-time  debt  and  long-time  assets. 
It  is  desirable  to  have   this  ratio  small,     A  large 
proportion  of  fixed  assets  may  be  used  as  collateral 
or  security  for  lorns  and  at  any  rate  provide  a  mar- 
gin of  safety  for  creditors.    The  freer  this  margin 
of  safety  is,  the  better.     Then  too,  as  we  have  ex- 
plained before,   it  is  desirable  to  have  the  funded 


-70- 


debt  ficm^e  low. 

Current  Assets  to  ITet  ^;orth  Ratio 

Factors  and  Computation.        Current  assets  and 
net  worth  have  been  adequately  explained.     The  re- 
lation between  these  two  items  is  expressed  as 
follows: 

Current  Asset 
Net  V.'orth  " 

significance .  --  The  extent  to  which  current 

assets  are  covered  b^/  o\^Tied  capital  is  indicated 

by  this  ratio.    This  ratio  is 'the  supplement  of  the 

net  worth  to  fixed  investments  ratio  and  should  be 

used  with  it# 


Summary  of  the  Ratios  Showing  the  Use  and  Dlstribu- 
tion  of  Capital 

Suggests  over-invest- 
ment in  fixed  assets. 


1 .  Fixed  Assets 
Total  Capital 


^3,  Current  Assets    Suggest  over-invest- 
Total  Capital 

ment  in  inventory  or 
receivables,  and 
measures  trend  of  cur- 
rent position, 
3.  Other  Assets        Suggest  outside  acti- 
vities . 


Total  Capital 


Decrease 
is  desira* 
ble . 

Increase 
is  desira- 
ble. 


Decrease 
is  desira* 
ble . 
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4.  Net  '.;orth   Measures  degree  to      Increase  is 

Fixed  Investment 

which,  net  worth  desirable, 
covers  fixed  invest- 
ment . 

5.  Fimded  Debt   Measures  proportion      Decrease  is 

Fixed  Investment 

between  long-time  desirable, 
debt  and  long-time 
assets . 

6.  Current  -xSsets      Measures  extent  to      The  desira- 

v/hich  owned  capital    bility  of 
covers  current  as-      increase  or 
sets.  decrease  de- 

pends upon 
other  ratios 


Net  V/orth 


TIIE  SUPPLY  AND  POSITION  OF  -./OIIKING  CAPITAL 

Definition  of  'forking  Capital 

The  term  working  capital  has  a  rather  loose  r,nd 
vague  meaning  in  the  minds  of  the  general  public. 
Business  men  have  at     least  two  specific  conceptions 
of  the  term,  namely: 

1.  The  total  current  assets, 
ki.  The  total  current  assets  less  current 
liabilities . 

These  two  meanings  of  the  term  have  caused  much  con- 
fusion, but  authors  of  text  books  on  finance  gener- 
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ally  agree  that  the  term  more  aptly  applies  to  the 
second  of  these  tv;o  conceptions  and  urge  tho.t  it  be 
used  only  to  mean  the  total  current  assets  less  the 
current  liabilities. 

Problems  Connected  v;ith  '.."orking  Capital 

The  proDlems  concerning  working  capital  should 
be  understood  before  proceeding  with  an  analytical 
study  of  ita  supply  and  position,     //e  may  mention 
the  following  major  problems: 

1.  The  quantity  needed. 

2.  The  sources. 

3.  The  cost. 

4.  The  conservation. 

5.  Causes  of  variations. 

We  shall  briefly  discuss  each  problem. 

-The  Quantity  of  '.;orking  Capital  1  required.  —  The 
many  factors  governing  working  capital  requirements 
may  be  summarize!  as  follows: 

1.  Peculiarities  of  the  business. 

2.  Terms  of  purchase  and  sale. 

3.  The  business  cycle. 

4.  Managerial  control. 
Peculiarities  of  the  Business.  —  Qb'^io^sly 

large  businesses  will  require  more  working  capital 
than  small  businesses,  but  whether  or  not   they  re- 
quire more  or  les:   in  proportion  to  their  size  is 
dependent  upon  other  factors.     it  seems  safe  to  say 
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that  probably,  other  things  being  equal,  economies 
which  might  be  effected  by  large  concerns  in  the  use 
of  v;orking  capital  should  make  their  requirements 
proportionally  smaller. 

Businesses  which  are  seasonal  in  their  nature 
find  need  for  large  amounts  of  v/orkin^  capital  at 
certain  times  of  the  year ,     They  are  preparing  for 
the  busy  season,  and  expenses  of  one  kind  or  another 
are  heavy  while  income  is  low.     At  such  time  it  must 
be  expected  that  the  amount  of  v/orkin;    capital  will 
become  low,  inventory^ exceedingly  high,  and  cash 
comparatively  low.     At  other  times  of  year  these 
same  Dusinesses  find  expenses  light  and  income  large. 
There  is  an  over-large  working  capital  with  inventory 
low  and    cash  exceedingly  high.     t>uch  businesses 
solve  the  problem  by  borrowing  during  the  slow 
months  and  depositing  or  investing  their  surplus 
funds  during  the  busy  months. 

All  business  is  more  or  less  hazardous,  but 
some  are  more  so  than  others.     Business  firms  whose 
stock  in  trade  is  a  luxury/  good  or  an  article  the 
demand  for  which  is  dependent  upon  style,  or  whose 
existence  is  thi'eatenea  by  actual  or  potential 
competition,  are  extremely  hazarcous  and  require 
a  larger  margin  or  working  capital  than  concerns 
having  a  more  certainly  good  future. 
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New  concerns  are  usually  expected  to  iDe  es- 
pecially careful  of  tlieir  current  position  and  are 
expected  to  maintain  a  higher  margin  of  working 
capital  than  an  old  concern.     ..hile  the  volume  of 
business  of  a  concern  increases,   the  workin.j  capi- 
tal requirements  will  be  larger  on  --ic count  of  the 
fact  that  expenditures  will  increase  ahead  of  in- 
come • 

In  certain  cases  it  will  be  founa  that  the- per- 
iod diiring  which  inventories  must  be  held  i^3  long. 
This  condition  mi;;^ht  arise  from  an  insecure  source' 
of  supply  which  demands  earl:/  purchases  or  from 
other  conditions,  such  as  terms  of  discount  allowed, 
which  make  it  expedient  to  buy  far  in  advance  of 
needs.     In  a  manufacturing  business,  the  period  of 
manufacture  in  a  determining  factor;  the  longer  the 
period  the  greater  the  working  capital  requirements.. 

Terms  of  Purchase  and  Sale_.^        Easy  credit 
terms  of  purchase  aid  a  company  in  keeping  its 
working  capital  position  good.     Cash  discounts  offer 
an  inducement  to  keep  Accoujits  Payable  down.  A 
good  concern  will  take  advantage  of  these  discounts 
tlius  saving  money  and  keeping  Accounts  Payable  low. 
Companies  v/hich  are  given  long  credit  terms  and  are 
not  pressed  for  pa^/ment  find  need  for  a  comparative- 
ly small  am.ount  of  working  capital. 
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Concerns  which  receive  payraent  in  advance  need 
hut  a  small  atnoimt  of  v/orking  capital;  Tirms  v/hich 
sell  for  cash  need  a  somewhat  larger  amount;  con- 
cerns which  grant  tlie  most  favorahle  credit  terms 
to  their  cn.atomers  find  need  for  the  largest 
amounts  of  working  capital. 

The  Business  Cycles        The  business  cycle  must 
not  De  disregarded  in  a  consideration  of  working 
capital  requirements,     A  short  discussion  of  the 
effect  of  the  business  cycle  on  the  credit  prob- 
lem was  given  earlier  in  this  work.     Here  we  may 
note  that  working  capital  requirements  will  he 
greater  on  the  upward  swing  of  the  cycle  due  to 
the  higher  cost  of  carrying  inventories  and  ac- 
counts receivaole  ana  also  due  to  the  fact  that  an 
increasing  amount  of  husiness  v/ill  be  done.  For 
opposite  reaaons,  the  dov.Tiward  swing  will  he  a 
tire  of  smaller  requirements.     It  is  necessary  at 
all  times  for  a  business  to  adjust  its  financial 
structure  to  the  phases  of  the  cycle. 

Managerial  Control.  --  Differences  in  work- 
ing capital  requirem.ents  may  eiist  in  similar 
industries  aue  only  to  the  efficiency  of  mtinage- 
ment.     Scientific  buying  v/ill  reduce  inventories; 
vigorous  collection  policies  will  keep  receivables 
low;  wise  borrowing  policy  keep  notes  payable  low; 
and  good  accounting  and  statistical  control  will 
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help  lit  available  capital  to  current  needs. 
These,  and  .many  other  phases  of  management 
affect  the  v/orking  capital  requirements  very  per- 
ceptihly • 

A  Most  Efficient  ilraount  of  V/orking  Capital. 
7/e  have  suggested  roughly  the  factor  governing  the 
needs  for  \jov'k±n[^  capital.     It  follows  that  good 
msjiagement  v/ill  try  to  keep  v/orking  capital  at 
its  most  efficient  point.     The  advantages  of  ample 
working  capital  are  listed  by  G.  Gerstenbergt^i- 

1.  The  morale  of  the  management  is  main- 
tained by  the  consequent  feeling  of 
security. 

2.  Trade  credit  is  maintained  Dy  prompt 
payments . 

3.  Gash  discounts  may  be  taken. 

4.  Bank  aredit  is  made  available. 

5.  Difficulties  are  met  more  easily  in 
periods  of  stress. 

The  objections  to  redundant  -.vorking  capital  are 
that: 

1,  '.Vaste  may  be  encouraged. 

2,  Manipulation,   in  the  form  of  invest- 
m.ent  in  unJ-esiraole  side  lines,  may  be 
invited. 

3,  Interest  may  be  lost  on  idle  or  loxi- 
■5^6  p.  -  386  ff , 
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yielding  bank  balances, 
4.  Larr^e  balances  of  cash  may  profitably 
be  invested  in  producing  assets,  and 
a  large  amount  of  cash  assets  may 
therefore  oe  taken  as  an  indication 
that  the  managers  are  not  expanding 
their  business. 
Sources  and  uosts  of  Working  Capital 

The  sources  of  working  capital  are  signifi- 
cant because  of  tv/o  factors:     the  cost  of  obtain- 
ing the  capital  and  the  nature  of  the  liability 
incurred.    Five  principal  sources  suggest  them- 
selves : 

1.  Reinvestm.ent  of  earnings. 

2.  Sale  of  additional  stock 

3.  Use  of  dealer  crea.it 

4.  ohort-tii'ie  borrowing 
5 •  Long - 1  ime  b  o  rr  owing 

An  attempt  has  been  made  to  list  these  sour- 
ces in  order  of  desiraDiiity.     V/e  have  mentioned 
before  t}iat  the  conservative  policy  of  plowing  in 
earnings  is  the  soundest  method  of  taking  care  of 
additional  capital  req^oirements .     This  form  of 
financing  costs  nothing  in  interest  or  salesmen's 
commission  and  causes  tlie  incurrence  of  no  liabil- 
ity.    Speeding  up  collections  ana  liquidation  of 
inventory  have  provided  the  answer  for  many  a  con- 
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cern  v/hich  needed  capital. 

Sale  of  additional  stock  incurs  no  outside 
liability  ana  is  without  question  the  second  best 
way  in  v/hich  to  raise  \vorkin[<  capital  from  the 
credit  standpoint.     This  method,  hov/ever,  has  the 
objections  that  cost  in  selling  the  stock  is  like- 
ly to  be  incurred,  and  control  is  liable  to  be  lost 
unless  care  is  taken.     Grantors  of  credit  prefer  to 
see  earnings  reinvested,  for  that  is  an  indication 
of  earning  power  and  success. 

Dealer  credit  is  a  convenient  form  of  raising 
capital,  out  of  course  a  liability  is  incurred  at 
the  same  time.     This  liability  is,  however,  com- 
paratively flexible  in  the  sense  that  trade 
creditors  are  less  likely  to  insist  on  payment  than 
are  other  creditors.     On  the  other  hand,  an  addi- 
tional e;-cpense  is  incurred  directly  when  dealer 
credit  is  used  through  the  payment  of  higher  prices 
or  the  loss  of  trade  discount. 

There  are  many  forms  of  short-term  borrov/ing, 
but  they  are  all  characterized  by  interest  charges 
and  relative  inflexibility,     "Loans  in  the  open 
market  are  more  likely  to  be  pressed  for  pa^rraent 
at  maturity  than  are  loans  from,  ban  s."-;j-  Shrewd 
borrowers  will  borrow  sufficiently  from  their  banks 
to  keep  their  line  of  ci-edit  open,  but  will  borrow 

-::-3  p,  006 
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in  the  open  market  to  leave  a  margin  of  borrowing 
ability  from'  the  banl^  in  case  of  necessity. 

Long-term  borrowing  has  certain  advantages  in 
spite  of  the  fact  that  we  list  it  last.  Interest 
rates  are  usually  lov/er  and  the  date  of  maturity 
is  at  a  sufficiently  remote  date  to  enable  the 
company  to  remove  the  cause  for  the  need  of  capi- 
tal before  payment  becomes  necessary.  Extensions 
of  time  on  short-term  loans  are  difficult  in  case 
of  open  market  borrov/ings,  and  are  looked  on  as 
a  sign  of  weakness  in  cases  of  borrowings  from  the 
bank.     In  any  case  they  are  inconvenient.     On  the 
other  hand.  Ion.:-;  tim.e  borrovirings  are  meant  especially 
for  perm.anent  capita;  to  be  paid  out  of  earnings, 
and  e"^-^"-" tually  to  b-^  ■'"'.isplaced  by  ovmed  capital. 
In  aaaition  the:  e  is  the  disadvantage  of  the  tangi- 
ble hold  that  bondholders  have  over  the  assets  of 
the  company  which  might  make  itn  position  "mbarras- 
sing.  Current  capital  requirements  then,  should  be 
met  v;ith  ovmed  funds  or  current  borrowings. 
Conservation  of  "  orking  Capital. 

The  conservation  of  v/orking  capital  is  a  phase 
of  gen.-^ral  business  management  which  might  be 
dwelt  upon  at  some  length.     However,  for  ovj?  pur- 
poses,  a  listing  of  the  factors  involved  should  be 
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sufficient.     Cxerstenberg  mentions  the  following:-"- 

1,  Proper  production  metliocls. 

2.  Scientific  purchasing. 

5.  ixn  effective  sales  campaign. 

4.  Vigorous  collection  system. 

5.  sound,  financial  policy. 

In  addition  he  lists  the  follov/ing  rules: 

1.  Fi::ed  administration  expenses  should 
he  reducea  to  a  minimum  in  order  that 
the  business  may  be  as  nearly  elastic 
as  are  the  business  conditions  affect- 
ing the  company. 

2.  All  processes  of  the  business  should 
be  based  on  exact  iniormation,  proper- 
ly analyzed  and  logically  synthesized, 
and  applied  to  future  plans. 

3.  The  units  in  the  several  departments 
should  be  or  such  size  that  each  de- 
partment v/ill  be  used  to  its  full 
capacity. 

4.  Unnecessary  and  unproductive  fixed 
operating  assets  should  be  salvaged 
and  t'orned  into  cash. 

5.  The  managem.ent  should  alv/ays  sustain 
the  intellectual  said  moral  elements 
of  credit;  the  health  or  the  whole 

^.'.6  p.  397  ff 
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'personnel  must  be  maintained,  es-^ 
pecially  that  of  the  chief  officers; 
and  above  all  the  faith  of  customers, 
cr(3ditors,   and  employees  in  the  moral 
integrit7/  of  th^  management  must  be 
sustained, 

6.  Provide  a  dividend  policy  that  v;ill 
readily  attract  new  capital, 

7,  Ke'ep  the  credit  of  the  company  at  the 
bank  good  for  seasonal  a.nd  emergency 
demands  for  cash. 

8.  Use  the  supplementary  financial  agencies 
for  raising  cash  when  expedient, 

9,  Provide-  enough  initial  circulating 
capital  for  every    step  in  expansion 
to  permit  the  circulating  capital  to 
perform  its-  ordinary  functions  without 
undue  striir. 

10.  Provide  ample  "regular  circulating 
capital"  through  the  sale  of  capital 
stock  or  bonds  or  through  "plowing  in" 
of  surplus, 

11.  Keep  a  cash  budget  in  order  to  fore- 
cast the  demands  for  cash  fimds  and 
the  sources  from  which  cash  nay  be 
derived. 
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12.  Use  supplementary  services  of  en- 
gineers, and  economists,  and  the  pub- 
lished service  of  service  institutions 
to  prevent  unscientific  guesswork. 
Causes  in  Variation  of  Working  Capital 

V.'orking  Capital  changes  come  about  generally 
through  variations  in  "the  general  factors  which 
determine  it        current  assets  and  current  lia- 
bilities.    These  two  factors  may  vary  concurrently 
in  the  same  airection  or  in  opposite  directions. 
Out  in  all  cases  it  is  desirable  to  investigate 
changes  in  individual  items. 

Additions  to  net  v/orking  capital  result  fvpm 
the  f o llowing : 

1.  Stockholders*   investment  (new  contri- 
butions) and  proceeds  used  for  work- 
ing capital, 

2.  Flotation  of  funded  or  long- tine  debt 
and  proceeds  used  for  workirg  capital. 

3.  Earnings, 

a.  In  the  form  of  receivables, 
the  profit  accruing  when  goods 
are  sold  on  time. 

b.  In  the  form  of  cash,  in  the 
case  of  cash  sales,  or  sales  of 
other  current  as-;ets,  or  re- 
ceivables collected, 

-'.-3  p.  338 
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4.  Marking;  up  the  value  of  merchandise 
inventory  ana  readily  marketatole  se- 
curity investments. 

5.  Building  up  reserves  against  tax.-s, 
contingencies,  depreciations,  main- 
tenance, and  sinking  fund,  or  amorti- 
zation of  a  ,debt,   if  left  in  form  of 
cash,  or  liquid  investment. 

A  reduction  in  the  amoimt  of  net  workin,*^'  cap- 

♦ 

ital  occurs  under  the  follov/ing  conditions: 

1.  Losses  sustained. 

2.  Gash  dividend  paid  or  profits  taken 
out  of  the  business. 

3.  Payment  of  long-time  obligations  out 
of  current  funds. 

4.  Purchase  of  fixed  and  non-current 
*  assets  by  use  of  working  f \mds . 

5.  Marking  dovrn  the  value  of  inventory. 

6.  Periodical  investment  of  reserves, 

•  and,  therefore,  taken  out  of  current 
assets,  use  of  reserv'S  for  mainten- 
ance, depositing  of  fixnds  in  sinking 
fund. 

The  problems  concerning  v/orking  capital  are 
investigated  by  use  of  the  ratios  v/e  shall  now 
describe,  but  the  factors  of  increase  an.d  decrease 
should  be  taken  into  consideration  in  connection 
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v/ith  all  changes.     Capital  requirements,  sources 
and  cost  of  capital,  and.  management  of  capital 
are  matters  v/hich  throw  additional  li;j;ht  on  v/ork- 
in.'T  capital  conditions  and.  changes.     All  interpre- 
tations m.ust  be  made  in  the  light,  of  sound  finan- 
cial principles  apolied  to  each  individual  case. 
The  Current  Ratio 

Factors  ana  Computation.  The  current  ratio 
has  to  do  with  the  relation  "between  current  assets 
and  current  liabilities  and  is  e.xpressed  thus: 

Current  .^ssets 
Current  Liabilities  ^  -"-^^ 

Current  assets  ha^s  been  explained,  but  we 
might  review  the  fact  that  it  includes  cash,  re- 
ceivables, merchandise  inventory,  and  investments 
of  ready  marketability.     From  the  gross  sum  of 
these  shoula  be  suotracted  provisions  for  bad 
debts,  cash  or  trade  discounts,  freight  ana 
allowances,  ana  other  items  which^ denote  a 
logical  decrease  from  current  assets. 

Current  liabilities  consist  of  all  payables 
due  with-in  a  year,  accruals,  ana  reserves  for  taxes 
Reserves  for  the  items  deductea  from  current  assets 
are  correctly  subtracted  from  gross  current  lia- 
bilities. 

Significance .  --  The  current  ratio,  often 
called  the  working  capital  ratio,   or  the  banker's 
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ratio,  or  the  2  to  1  ratio,  is  the  oldest  and 
the  ■best-imovm  of  all  financial  rAtios.     In  fact, 
until  very  recently,  an  analysis  of  financial 
statements  consisted  almost  entirely  of  the  com- 
putation of  the  current  ratio.     The  old-time 
credit  man  conoia..x^ea  u  ratio  of  200;j  indication 
of  a  sufiiciently  s-afe  cui-^rent  position  and  v/as 
li;':elTr  to  lorn  to  concerns  having:;  such  a  ratio 
even  in  the  v'^.ce  or  "onfavo ruble  factors  which 
v/ere  more  or  less  apparent.    On  the  other  hand, 
so  dogmatic  v/ere  they  in  the  use  of  this  ratio  and 
so  sure  were  th^y  of  its  conclusivene js  as  a  test, 
that  m-any  ti  es  they  refused  credit  to  fundamen- 
tally sound  businesses  v/hose  curi^ent  ratio  was 
somewhat  low. 

The  current  r-atio  measures  the  degree  to  which 
the  current  liabilities  are  covered  by  current 
assets  —  the  certainty  with  which  obli^^ations 
will  be  met  at  maturity.     It  indicates  the  m.argln 
of  safety  .vhich  exists  as  a  protection  to  creditors. 
A  ratio  of  200,  for  instance,  indicates  that  cur- 
rent assets  of    ;200  exist  for  every  §100  of  current 
liabilities.     This  leaves  a  margin  of  safety  of 
QIOO.,     In  case  of  difficulty  of  liquidation  of 
current  assets,   especially  of  inventory  and  re- 
ceivabl.-^s,  current  liabiliti.-: j   ./ill  be  able  to 
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be  met  properly  even  if  only  one-half  the  expected 
fund's  are  f orthcominf^.    Then  too,  in  case  of 
forced  liquidation  or  sale  of  the  business,  even 
if  current  assets  yield  but  fifty  cents  to  the 
dollar,  creditors  are  secure. 

This  is  admittedly  a  very  important  ratio; 
experience  has  proved  its  v/orth.     Criticism,  how- 
ever, is  aimed  at  its  aogmatic  and  irrational  use. 
First  of  all,  it  obviously  follows  from  the  fact 
that  aifferent  firms  have  different  working 
capital  requirements  that  the  2  to  1  proportion 
is  not  a  reasonaoly  safe  standard  to  be  guidea  b;-^ 
without  a  consideration  or  other  factors.  Some 
businesses  would,  oe  in  a  good  condition  with  m.uch 
less  than  :'';2u0  of  current  assets  for  yiOu  of 
current  liabilities;  others  m'ght  have  a  current 
ratio  much  higher  than  2  to  1  and  yet  be  in  a 
precarious  financial  condition.     It  is  true  also 
that  the  value  of  the  cun-ent  assets  ox  different 
firms  vary..     The  value  of  inventory  especially  is 
tm  ind-^ terminate  tning.     Shrinkages  of  consider- 
able importance  may  take  place,  and  ability  to 
liquidate  at  anything  like  a  reasonable  price  is 
of  great  uncertainty. 

The  trend  of  the  current  ratio  is  always 
examined  with  great  interest.     An  increasing  ratio 
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is  much  to  be  desired  while  a  d^^creasing  ratio 
is  usually  very  undesirable.     Changes  in  the 
ratio  may  come  about  by 

1,  Increases  or  decreases  in  the  items 
composing  current  assets,  or  by 

2,  Increases  or  decreases  in  the  items 
composing  current  liabilities. 

It  may  be  seen,  however,  that  on  a  2  to  1  basis, 
current  assets  must  be  twice  as  great  as  charges 
to  current  liabilities  in  ord^ir  to  keep  the  ratio 
at  a  level.     An  example  will  make  this  apparent, 
A  business  ')fis 

Current  Assets  200 
Current  Liabilities  100 
The  current  ratio  is  'dOO, 

If  it  buys  goods  worth  ^100  it  increases  assets  by 
$100  and  increases  liabilities  by  :)100  and  v/e  have 
this  condition 

Current  Assets  300 
Current  Liabilities  200 

The  cur:,^ent  ratio  is  now  150,  shov/ing  a  decidedly 

unfavorable  trend. 

On  the  other  hand  suppose  v/e  have  a  sales 

transaction  instead  of  a  purchase        OlOO  worth  of 

goods  are  sold  for  |il25 
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Cizrrent  Assets  225 
Current  LiaDilities  100 

Our  current  ratio  is  now  2k:;5,  showing  a  favorable 

trend. 

The  above  explanation  suggests  the  possibil- 
ity of  \tiat  is  known  as  "v/indow  dressing."  In- 
ventories are  allov/ed  to  become  low  Just  before 
statement  ti:iie  or  purchases  are  made  without 
making  a  record,  for  the  time  being,  of  the  trans- 
action,    .mother  possibility  is  to  make  a  S£ile  to 
somie  friendly  interest  on  the  understanding;  that 
the  goods  are  to  bo  returned  the  day  after  state- 
ments are  made  out. 

Even  if  manipulation  is  not  practiced,  in- 
ventory valuation  is  largely  a  matter  of  judgment. 
Present  value  of  inventory  is  dependent  upon  style 
changes,  prices  changes,  sales  power  of  the  firm 
and  m.any  other  factors.     The  other  items  in  cur- 
rent assets  have  much  m.ore  determinate  values. 
Even  Accounts  Receivable  may  be  estimated  fairly 
accurately  for  value  on  the  basis  of  bad  debt  and 
sales  returns  and  allowances  figures  --  presuming 
no  manipulation  has  been  practiced. 
The  AC id  Test 

Factors  and  Computation.        Because  inventory 
is  likely  to  represent  a  large  proportiorj.  o;;  cur- 
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rent  unp-^tr,  c.nrl  h^cause  invr>rtory  is  of  such  inde- 
terminate Vi:.lue,  it  is  often  subtracted  irom  cur- 
rent assets  to  cji'V'e  "quick  assets".  Usin^^  this 
figure  in  place  of  curi'ent  an-^^ts  we  r^et  the  acid 
test: 

cluick  Assets 
Current  Liabilities  ^ 

Sii3nif  icance .         Goods  on  the  shelf  cannot  he 
used  to  pay  hills,   and  until  they  are  sold  they 
are  of  doubtful  value  as  current  assets.  Many 
analysts  accoraingly  favor  the  acid  test  as  a 
measure  of  current  liquidity  as  a  substitute  for 
the  current  ratio.    An  acid  test  ratio  of  lOO^'j, 
$100  of  quick  assets  for  -^JlOO  of  current  liabili- 
ties, is  generally  regardr^d  as  favorable. 
The  Net  :Vorking  Capital  to  Fixed  Assets  Hatio 

Factors  and  Computatior .        It  is  necessary 
here  but  to  remind  the  reader  that  net  v/orking 
capital  is  the  result  of  subtracting  the  current 
liabilities  from  the  current  assets,  and  that 
fixed  assets  includes  zCLl  pemanent  assets  that 
directly  contribute  to  the  output  or  resale  of 
goods  but  does  not  include  ■'-'Vo-pertj  not  directly 
utilized  in  the  regular  com-se  oi  business  or 
fictitious  or  intangible  items  often  listed  as 
fixed  assets.     The  formula  for  tiiis  ratio  is: 

Net  '.Vorking  Capital 
Fixed  Assets 
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Sic.y-i^'ica^ce «        The  net  working  capital  to 
fixed  assets  ratio  is  "a  measure  of  the  number  of 
dollars  of  working  capital  riore  or  less  peiinanently 
in  possession  of  a  firm  as  compared  with  the  number 
of  dollars  invested  in  a  plant  or  f  actory . 
"/hat  t>'is  ratio  shov/s  is  best  e-xplained  by  listing 
of  the  chief  reasons  for  changes  in  this  ratio  :-;h:- 

1.  The  use  of  v/orking  funds  for  fixed 
expansion . 

2.  Distribution  of  past  profits  to  owners. 
.3.  Retention  of  earnings  for  working 

capital  purposes. 

4.  Losses  incurred. 

5.  Increasing  or  decreasing  long-tim.e 
indebtedness . 

6.  Reduction  of  capital  or  nev/  capital 
brought  into  the  business. 

7.  Disproportionate  application  of  the 
added  capital,  whether  borrowed  or 
contributed  by  stocliliolde i-s  to  current 
and  fixed  assets. 

8.  Marking  the  valuation  of  fixed  assets 
up  or  dovrn. 

9.  Disposition  of  fixed  assets. 

10.  Increase  or  decrease  in  valuation  of 
merchandise  ii  vent  or  3'-  and  liquid 
investments . 
if 3  p.  254      -;5-^'3  n.  255 
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An  increase  in  this  ratio  is  to  be  desired 
for  the  reason  that  it  shov/s  less  reliance  on 
outsiders  for  working  capital  and.  thus  provides 
a  greater  relative  margin  for  creditors. 
Ne t  Sales  to  Current  Assets  Ratio 

Fac  tor  s  and  G omput  at  ion  .  --  I'et  salr.  s  may  be 
taken  for  anj  period,  but  tlie  most  satisfactory 
results  are  obtained  v/nen  the  period  is  a  short 
one.     Tills  truth  is  based  on  the  fact  that  current 
assets  is  taken  as  of  the  present  time,  and  also 
on  the  fact  that  the  general  condition  of  the 
business  may  have  changed  durin,-^  the  longer  period. 
The  current  assets,   then,   cmi  hardly  be  expected 
to  be  representative  of  the  period,  and  the  con- 
dition of  sales  volujne  as  indicated  by  figures  for 
a  long  period  can  hardly  be  expected  to  hold  true 
for  the  present  time  when  sales  volume  may  have 
become  considerably  changed. 

The  formula  for  the  net  sales  to  current 
assets  ratio  is 

Net  Sales 
Current  Assets  ^  -^^^ 

Significance .        This  ratio  measures  the  ef- 
ficiency in  the  use  of  gross  v/orkin  capital. 
An  increase  in  the  net  sales  to  current  assets 
shows  that  m.ore  business  is  being  done  on  the 
same  amount  of  current  assets  —  that  the  ef- 
ficiency of  the  working  managem.ent  has  increased. 
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Net  Sales  to  Receivables 

.  Factors.   —  Net  sales,  of  course,  raust  be  taken 
on  the  S9ine  basis  as  it  v/as  in  the  previous  ratio. 
Receivables,  as  sales,  may  be  taken  for  any  period 
and.  must  .be  the  average  for  tlie  period.     It  should 
include  "all  items  of  receivables  except  those 
given  by  officers  and  employees.     Generality  loans 
to  subsidiar^^  or  alliea  companies  should  be  included." 
For  the  sake  of  accuracy  the  period  should  be  a  short 
one  and  to  be  consistent  should  be  the  same  as  the 
period  taken  for  sales.     The  form.ula.  is 

Net  Sales 

r:;  r-=,  X  100 

Receivables 

Significance .  —  The  net  sales  to  receivables 
ratio  measures  the  turnover  of  receivables,  A 
quick  turnover  of  receivables  reduces  the  need  for 
capital  and  incidentally  reduces  the  risk  of  acco  mts 
becoming,  bad.     Decreases  in  the  ratio  of  a  company 
from  time  to  time  indicate 

1.  Inability  to  collect,  due  to  poor 
general  conditions  of  business  or 
poor  condition  of  debtors. 

2.  Decrease  in  efficiency  of  collection 
department . 

3.  Overselling. 

4.  Change  in  polic^r  regarding  terms 
of  credit. 

Variation  in  the  turnover  of  receivables 
-«-3  p.  257 
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betv/een  various  industries  and  companies  result 
from  aifl'erences  in  terns  on  v/hich  sales  are  made 
or  business  conditions  affectinG;  the  particular 
industry  and  its  customers. 

James  ?I.  Bliss-;:-  suggests  a  m.ethod  of  measuring 
the  turnover  of  accounts  receivables  v/hich  he 
claims  is  m.ost  satisfactory.     He  divides  the  amount 
of  average  daily  sales  into  the  avera^^e  of  accounts 
receivables  as  shown  by  the  financial  statements. 
Professor  Bliss  illustrates  as  follows: 

If  the  average  receivables  at  the  end  of  the 
period  are  $100,000 
and  the  average  daily  sales  are  3,000 
the  turnover  shojild  be  stated  as  33  days 

It  means  that  there  are  just  that  many  days 
of  average  business  tied  up  in  accoui^ts  receivable. 
ITet  ^ales  to  Uercho-ndise  Inventory  liatio 

Factors .        The  period  covered  by  the  factors 
must  be  the  same  as  chosen  for  the  above  turnover 
ratios.     "Merchandise  must  be  the  average  inventory 
for  that  period,  and,   in  addition  to  the  regula.r 
inventory  carried,-  it  should,  as  a  rn.le,  include 
goods   'on  consignment.'  meaning  goods  that  the 
firm  has  shipped  to  be  sold  on  a  commission 
basis.     'Goods  held  on  consignment'   should  not 
be  entered  under  merchrmdise  except  v/hen  a  direct 
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liability  has  been  incurred  against  them."v5-  The 

ratio  is  expressea  thus: 

 I'et  Gales   .inn 

Merchandise  Inventory  ^  -^^^ 

Sif^nif  icance  ♦   —  A  rapid  turnover  of  inventory 
is  a  good  indication  of  a  proper  coordin: .tion  of 
.buying  and  seilms.     He:;V"  inventories  are  expensive 
ana  needless  in  most  businesses.     Decreases  in 
the  net  sales  to  merchandise  inventory  ratio  may 
occur  from  overstocking  the  inventor;/  or  I'rom.  an 
unexpected  falling-off  in  sales.     Both  of  these 
possibilities  should  be  looked  for  and  regarded 
as  decidedly  unfavorable. 

Turnovers  between  different-  industries  vary 
considerably.     Concerns  v/hich  man\ifacture  goods 
requiring  a  long  time  to  make  have  a  low  turnover 
v/hlle  trading  concerns  which  sell  by  sample  or 
description  have  a  high  turnover.     Between  firms 
in  the  same  business  differences  in  turnovers 
reflect  directly  upon  managerial  efficiency. 
Merchandise  Receivables  Ratio 

Factors .   -~  These  two  items  represent  the 
m.ajor  portion  of  gross  working  capital.     Both  of 
them  have  been  explained  previously.     The  ratio  is 
expressed  tnus : 

Merchandise 
Receivables  ^ 

Significance .        Because  receivables  are  more 
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nea.rly  liquid  than  merchandise,   it  would  seem  that 
a  decrear>e  in  the  ratio  would  be  desirable.  However 
it  must  be  realized  that  the  stage  of  the  business 
cycle  is  highly  significant,    iifter  the  period 
or  prosperity  has  passed,   inventory  values  de- 
preciate considerably  while  receivables  do  not 
shrink  to  such  a  large  extent.     A  concern  able 
to  change  its  inventory  to  receivables  is  fortunate 
if  the  receivables  are  good.     On  the  other  hand, 
during  the  period  of  revival  and  nearly  up  to  the 
crisis  or  peak  of  the  cycle  it  is  advantageous 
to  buy  somewhat  farther  ahead  to  take  advantage 
of  the  rising  prices.     Schiuter-;;-  points  out  that 
"it  must  be  noted  that  there  is  a  tendency  to  sell 
m.ore  on  the  basis  of  cash,   in  perioas  of  rising 
prices,  when  sellers'  markets  prevt.il,  and  more  on 
the  oasis  of  time  in  periods  of  falling  prices, 
wnen  buyers'  markets  prevail.     This  general  fact 
greatly  influences  the  trend  of  this  ratio." 
Summary  of  "."or-king  Capital  .^atio 

1 .  Current  Assets 

Current  Liabilities      Measures  the  Increase 

probable  is  de- 

ability  of  sirable. 
the  concern 
to  meet  its 
imjiediately 

■wo  p.  260 
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maturing 
obligations • 

Net  ",'orkin»7;  Capital  Measures  the 

amount  of 


Fixed  Assets 


An  increase 
is  dosirable. 


Net  Sales 


Current  Asset: 


Net  Salep 
(eceivables 


Net  Sales 


working  funds 
which  may  he 
depended  upon 
to  k^^^ep  the 
plant  going. 

Measures  the      An  increase  i 

efficiency  in  desirable, 

the  use  of  gross 

wording  capital. 

Measures  the      An  increase 

efficiency  of    is  desirable. 

collections , 

Measures  the      An  increase 


Merchandise  Inventory 


Merchandise 
iieceivables 


active  market-  is  desirable, 
abili  ty  of  • 
inventory . 

This  ratio  is  increasos  or 

used  as  a  decreases  in 

check  against  tMs  ratio 

the  turnover  ^re  desira- 

ratio.  -^iq 

desirable 
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ac cording 
to  condi- 
tions • 

TUB  POTEIITIAL  PRODUCTIVITY  Or'  .^i^  iio^^i'b 

Importance  of  Future  Earning  power 

Credit  has  been  defined  -x-  as  present  purchasing 
power  groi'/ing  out  of  potential  or  future  paying 
power,  which  power  itself  grows  out  of  the  ownership 
of  salable  goods  or  the  ability  to  render  salable 
services.     For  a  goinf  business,  this  paying  power 
must  be  based  on  the  productivity  of  capital  an.d 
assets        on  future  earning  power.     Failure  of  in- 
come to  meet  expenses  involves  the  necessity  of 
liquidating  assets  that  are  esrjential  to  the  opera- 
tion of  the  business.     Such  liquidation  must  be  at  a 
discoimt  from  actual  value  and  hence  is  a  most  im- 
drsiraole  tning  from  tne  creditors'   standpoint.  The 
margin  of  income  over  expenses  is  a  safety  factor  of 
the  utmost  importance,  imd  the  assurance  of  a  good 
margin  is  of  special  interest  to  tne  credit  executive. 

Besides  serving  as  an  index  of  safety,  the 
earning  power  of  a  business  is  really  the  ultimate 
test  of  its  success.    All  elements  in  the  business 
are  aimed  directly  or  indirectly  at  profit  for  the 
ov;ners.     Favorable  earnings,  and  prospects  of  more 

-;:-10  p.  537 


-98- 

favopfibie  earnings  are  good  si,jn3.     But  however 
favorable  past  and  present  earnings  and  the 
trend  of  earninr^s  may  be,  the  future  is  ujicer- 
tain.     Outside  factors  have  their  influence. 
These  faccors  are,  of  course,  not  measurable  b:' 
financial  ratios  but  they  must  be  taken  into 
consideration.     Provided  outside  influences  are 
taken  into  acco"ar.t,  evidence  is  available  from  _the 
financial  statements  which  does  yield  a  reason- 
ably satisfactory  prediction  as  to  future  earn- 
ings.    Futui-^e  o amines  are  based  on  the  product- 
iveness of  capital  and  assets,  which  has  tliree 
aspects 

1.  The  earning  power  of  a  business  in 
the  past  as  related  to  the  capital 
inve  s te  d  ( ne t  worth ) . 

2.  The  actual  and  potential  production 
capacity  as  represented  'bj  the  fixed 
investments  in  relation  to  the  in- 
ventory on  hand, 

3.  The  ability  of  the  firm  to  merchan- 
dise its  output,  'vhich  is  reflected 
in  th3  volume  of  business  as  related 
to  the  current  assets. 

The  first  of  these  asoects  has  to  do  with  pas 
earnings  and  the  trf^nd  of  earnings  in  relation  to 

-)2-3  p.  280 


i 


-99- 


probable  future  profits;  the  second  lias  to  do  v/ith 
plant  capacity  and  its  trend;  and  the  t_iira,  ha.,  to 
do  with  the  salability  of  the  product  and  its  trend. 

The  ratios  which  are  explained  below  are  used 
in  the  investication  of  the  threes  aspects  of  po- 
tential productivity  of  capital  and  assets. 
Net  Barnings  to  Net  V/orth  ,atio 

Factors.        Net  .li.'trnin/'^s  is  that  amoumt  which 


can  be  added  to  Surplus  at  the  end  of  the  account- 
ing period;   it  includr^s  all  items  of  income  and 
has  deducted  from  it  all  items  of  expense.  Net 
V/orth  has  been  explained  before  as  representing 
the  equity  of  the  ovmers  in  a  lousiness.  The 
ratio  is  expressed: 

Net  Earnings 
Net  ;Vorth  -^"^'^ ' 

Bliss      points  out  the  desirability  of  sepa- 
rating the  return  earned  on  common  stock  from  the 
return  earned  on  preferred  stock.     To  do  this 
would  require  the  subtraction  of  dividends  on 
preferred  stock  from  net  earnings  and  the  book 
value  of  preferred  stock  from  net  worth.  Further 
subtractions  from,  or  additions  to  either  net 
earnings  or  net  worth  shou-td  be  made  to  cov-res- 
pond  to  the  nature  and  provisions  of  the 
specific  tyner,  of  seciu?ities  isr:ued.    This  segre- 
gation is  bL..;ed  on  the  fact  that  preferred  stock- 
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holders  are  in  a  pocition  half-v/ay  "betv/een  common 
stockliold  rs  and  bondholders .     Preferred  stock 
may  be  considered  almost  as  qua g i -b o rr o v/e d  capital. 
The  real  owners  of  the  business  are  the  cominon 
stockholders,  who  hold  the  voting  pov/er  and  i-ian- 
age  the  business  so  as  to  secure  the  greatest  net 
profit  that  they  can.     .'hen  they  find  it  neces- 
sary to  raise  capital  they  decide  v/hat  types  of 
securities  they  v/ill  be  able  to  market  and  which 
of  these  will  allow  them  to  maintain  control  and 
yield  them  the  greatest  net  return.     If  they 
issue  common  stock,  they  invite  others  to  join 
them  in  ownership;  if  they  issue  bonds  they  merely 
borrow  long-time  funds;   and  if  they  sell  pre- 
ferred stock  they  are  raising  capital  in  the  mtm~ 
ner  v/hich  seems  most  expedient  for  the  situation. 
And  so  the  return  on  common  stock  is  more  repre- 
sentative o"  the  strength  of  the  business 
more  indicative  of  the  managorial  ability  or  lack 
of  such  ability.     To  raise  capital,  it  may  be 
necessary  for  a  business  to  issue  preferred  stock 
at  a  hi  ;:h  rate  and  with  cumulative,  participating, 
or  other  features.    The  ability  to  m.eet  8;o  divi- 
dends on  such  stock  is  no  different  than  being 
able  to  meet  as  much  interest  on  bonds,  csurely, 
to  test  the  earning  power  of  a  business  which  has 
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equal  araoimts  of  corir-ion  iuid  preferred  stock  out- 
standing and  is  just  able  to  meet  an  &%  dividend 
on  the  common  stock,  v;e  could  not  say  that  its 
earning  power  is  4;j  or  that  this  4;^  is  represent- 
ative of  the  returns  on  either  comi.ion  or  preferred 
stock. 

It  must  be  remembered,  however,  that  v.-e  are 
taking  the  credit  m.anager«s  point  of  -view  and  that 
he  is  not  interested  w^-t^^er  or  not  the  earnings 
go  to  the  common  stockxiolders  or  to  the  preferred 
stockholders.     Preferred  dividends  do  not  have 
to  be  paid  unless  they  are  earned  —  they  are 
not  a  fixed  liability  as  is  the  interest  on  bond- 
ed indebtedness.    The  manner  in  which  a  company 
raised  the  funds  with  which  to  g?t  started  or  to 
expand  the  business  is  a  matter  of  the  past.  The 
credit  executive  is  interested  in  the  trend  of 
earning  power  of  capital  invested.     So  v;e  shall 
continue  to  follov;  Schluter, 

Significance .        The  net  earnings  to  net 
worth  ratio  is  the  measure  of  business  success 
and  is  generally  conceded  to  be  one  of  the  most 
important  credit  ratios.     "Substantial  differen- 
ces in  returns  earned  by  various  industries  are 
the  result  of  business  conditions  affecting  the 
various  industries,  competitive  conditions,  the 
charact^3r  of  the  business  done,  and  the  risks 
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involved."-;:-    Differences  in  earnings  bet-zeen 
different  businesses  in  the  same  industry  are 
usually  evidf^ncss  of  the  efficiency  of  management 
in  all  its  oh:is  s,     ITet  earnings  shoulr  hr^  large 
enough  to  give  the  ovmers  a  fair  return  on  their 
capital  —  a  return  commensurate  with  the  risk 
involved  --  and  should  compare  favorably  v/ith  the 
earnings  of  other  businesses  of  a  similar  nature, 
A  high  and  increasing  Net  Earnings  to  Het  "Vorth 
ratio  is  to  b-^  desired. 

Changes  in  this  ratio  are  due  to 

1,  Decrease  or  increase  in  profits  due 
to  internal  or  external  conditions, 

2,  Changes  in  the  net  v/orth  (It  should 
be  borne  in  mind  that  profits  turned 
back  into  the  business  are  expected 
to  earn  as  m.uch  as  the  original  cap- 
ital.) 

In^'"entory  to  .''ixed  .i.ssets  i^atio 

P'actors  and  GomputL^-tion.        I'o  new  factors 

are  brought  into  this  r;..tio  so  we  may  immediately 

continue  to  the  formula: 

Inventory 
Fixed  Assets  ^ 

Significance .        This  ratio  measures  the 
extent  to  which  the  concern  is  stocking  up  in- 
ventory in  advance  of  sales  —  the  degree  to  wiiich 
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it  is  using  its  plant  capacity.     It  also  might 
indicate  an  over-s tockins  of  inventory,  './hether 
it  IS  a  better  indication  to  see  this  ratio  de- 
cline or  increase  depends  upon  conditions, 

Manufactur in,'3  concerns  have  inventories  of 
three  kinds,  v/hich  fact  makes  it  desirable  to 
separate  inventory  into  Rav;  Materials  and  Supplies, 
Goods  in  Process,  and  Finished  Goods.     This  mjikes 
it  possible  to  come  to  conclusions  as  to  how  pro- 
duction is  progressing  --  whether  or  not  at  too  i. 
fast  a  rate  for  the  market. 
Net  Sales  to  Current  Assets 

Use  in  Connection  with  Productivity  of  As- 
sets .  --  '.7e  have  explained  this  ratio  in  connec- 
tion with  the  supply  and  position  of  working 
capital.     It  is  used  also  in  examining  tlie  pro- 
ductivity of  capital  and  assets  as  an  evidence 
of  the  "rapidity  of  turnover  of  the  current  as- 
sets, and,   therefore,  indirectly,   the  efficiency 
in  selling  the  output  and  collecting  the  proceeds." 
Additional  Ratios 

Prof essor,  Schluter  suggests  these  other  ra- 
tios in  connection  with  the  supply  and  position 
of  working  capital: 

Net  Sales  to  Fixed  Assets. 
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Net  Sales  to  Total  Capital  Invested. 
Gross  Profits  to  Net  Sales, 
Operating];  Profits  to  Net  Sales, 
Objections  are  found  to  all  of  these  ratios.  Net 
Sales'  to  Fixed  Assets  is  .seriously  affected  "by 
price  changes;  Net  sales  to  Total  Capital  Invested 
is  based  on  too  general  a  conception  of  turnov^^r 
to  oe  of  service  as  an  indicator  of  future  earn- 
ing capital;  the  others,  v/hich  involve  profits 
and  sales  are  ineffective  as  forecasters  for  they 
are  raerely  records  of  the  past. 


Sump.iary  of  Ratios  Predicting  I'\iture  niarning  Power 


1.  Net  Earnings 
Net  'Torth 


2 .  Inventory 
Fix'^d  iissets 


Measures  the  trend 
of  earnings. 

Measures  the  ac- 
tual and  poten- 
tial production 
capacity. 


3.  Raw  Materials     )  Used  in  place  of 
and  Sup-^li'^  s  ) 

Fixed  Assets"    )  Inventory  to 

4.  Unfinished  and  ) Fixed  Assets  ra- 
Finished  Croods  ) 

Fixed  Assets      ) tio  in  manuf ac- 

) 

) tuning  concerns. 


An  increase 
is  desir-- 
able . 

Desirability 
of  increase 
or  decrease 
dependent 
upon  con- 
ditions . 
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THS  RATH  OF  FIXED  EXPaKSiON 

Normal  Growth  and  Hature  Size  of  a  Business  ' 

Growth  is  just  as  much  a  normal  thing  for  a 
business  as  it  is  for  any  living  thing;   in  fact 
it  has  been  said  that  a  business  must  grow 
fail.     New  businesses,  much  as  man,  seem  to  have 
three  stages  to  grow  though:     childhood;  the 
period  of  trying  out  its  business  feet,  experiment- 
ing, learning,  discovering  its  possibilities 
usually  a  slow  process  for  a  healthy  business; 
adolescence,  the  period  of  rapidly  growing  up 
to  its  possibilities;   and  iiaturity,  settling  down 
to  a  routine  of  adjusting  itself  to  new  conditions 
and  expanding  to  m.eet  new  demands. 

It  is  true,  however,   that  there  are  limits 
to  the  growth  of  most  businesses.    There  is  a 
limit  to  the  extent  of  markets  and  there  is  the 
point  of  greatest  efficiency  which  keeps  the 
size  of  businesses  within  boimds.    Any  venture 
beyond  these  limits  involves  losses  or  decreased 
profits , 

The  Expediency  of  Expansion 

Expansion  presents  a  problem  of  some  diffi- 
culty especially  for  the  credit  m.an,  for  expansion 
is  a  long-time  proposition  while  credit  is  a  short- 
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time  proposition.     It  is  easy  enou.-^h  to  >nov;  that 
a  business  is  anci  should  be  expanding  over  o.  long 
period,  but  such  knowledge  does  not  solve  the 
credit  man»s  problem.     He  regards  the  matter  in 
the  light  of  the  present  and  the  iimnediate  future 
and  asks  concerning  the  e  ipediency  of  whatever 
trend  the  business  is  ts.king  in  respect  to  its 
credit  position  of  the  near  future.     He  wants  to 
know  if  the  present  expansion  is  consistent  v/ith 
general  and  normal  growth  an-'l  if  it  will  yield 
profits  commensurate  with  the  dp'gree  of  expansion 
or  if  the  firm  is  .I'eopardizing  its  current  or 
fixed  assets  or  earning  power.     These,   then,  are 
the  conditions  with  v;hich  our  study  of  the  rate  of 
fixed  expansion  is  concerned:-;:- 

1.  Th(3  rate  of  fixed  expan::ion  in  rela- 
tion to  the  normal  growth  in  the 
volume  of  business  or  sales. 

2.  The  source  of  capital  used  to  fi- 
nance the  expansion. 

o.  The  effect  of  expansion  on  the  pres- 
ent and  probably  future  financial  re- 
sources of  the  firm. 
Finding  l\"ormal  O-rowth  of  Volume  of  Business 

The  growth  of  business  is  measured  tiirough 
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the  trend  of  the  sales  figures.    But  t'lere  are 
txjo  principal  difficulties  in  measurinp-  the 
growth  of  business  by  the  sales  figure.  One 
difficulty  arises  from  the  fact  that  there  are 
seasonal  variations  toid  cyclical  fluctuations 
which  must  be  taken  into  consideration  in  con- 
nection with  the  secular  or  normal  trend;  and 
the  second  difficulty  arises  from  the  fact  that 
the  price  of  the  same  goods  will  vary  from  time 
to  time  so  that  a  difference  in  the  sales  fig- 
ure may  represent  the  same  real  am^ount  of  bus- 
iness done  in  terms,  of  units. 

Let  us  illustrate  the  first  difficulty  by 


>le  • 
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over  a  po 
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1st 

year 

r|^15,000 

7  th 

year 

040,000 

2nd 

year 

20,000 

8th 

year 

80,000 

3rd 

year 

50,000 

9th 

year 

90,000 

4th 

year 

55,000 

10th 

year 

55,000 

5  th 

year 

60,000 

11th 

year 

70,000 

6th 

ye  ar 

35,000 

12th 

year 

60,000 

These  figures  may  be  represented  graphic all^T-: 


-108- 


Tliis  graph  shows  that  the  annual  sales  fig- 
ures even  when  presented  graphically  do  not  give, 
infor^nation  that  is  specific  or  useful.  The 
jogs  must  be  wiped  out        the  curve  must  be 
smoothed.     ThAs  may  be  done  roughly  by  the  use 
of  a  movinf;:  average.     Upon  applying  a  5-ye8J? 
moving  average  to  the  figures  presented  we  have: 


1st 

year 

000 

7th 

year 

;;44,000 

2nd 

7year 

17, 

500 

8th 

year 

50,000 

3rd 

year 

28, 

333 

9tii 

year 

62,000 

4  th 

year 

30, 

000 

10th 

year 

61,000 

5  th 

year 

56, 

000 

11th 

year 

68,000 

6th 

year 

40, 

000 

12th 

year 

72,000 
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The  computation  is  a  matter  of  but  five  minutes 
and  gives  us  a  more  neoJ^ly  strai::,ht  line  —  one 
which  may  "be  straightened  with  reasonable  ac- 
curacy v/ith  a  ruler.     The  dotted,  line,  then, 
approximately  represents  t]ie  secular  trend. 


I  o       1  \  12_ 


Greater  accuracy  may  be  had  by  applying  the  math- 
ematical formulas  for  finding  the  secular  trend. 

The  other  difficulty  --  that  which  arises 
from,  the  fact  that  the  price  of  p^oods  varies 
from  ti  'e  to  time  --  may  be  overcom.e  by  either 
of  two  v;ays. 

"One  is  to  find  an  ap  roximate  trend  of 
quantity  of  goods  sold,  by  dividing  the  index 
number  of  actual  sales  by  the  index  numiber  of 
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the  price  of  goods  sold.    This  method  aims  at 
results  sir-iilar  to  those  obtained  by  divi"''ir.,^ 
the  ind.3x  of  bank  cleai--ings  of  the  Unite:,  otates 
by  the  indn  :  of  general  wholesale  prices,  in 
order  to  determine  the  volijc^.e  of  trade  for  the 
country  as  a  whole.     The  second  procedure  is  to 
take  the  actual  salerj  figures  as  a  basis  for 
calculating  a  chain  inl  "  r.-!jinber  or  for  fitting 
a  straight  or  curved  line  to  the  actual  figures, 
the  aim  in  either  case  to  derive  the  normal 
grov/th  of  sales  volume.    The  effect  of  short-time 
price  changes  on  the  pec^oniary  volume  of  sales 
would  be  entirely  eliminated  by  the  latter  method, 
but  the  effect  of  lon.^-time  price  changes  v;ould 
be  present  to  their  fullest  extent.    However,  tliis 
would  not  be  so  t:erious  a  consideration  in  the 
case  of  determining  the  fixed  assets,  since  one 
could  assume  that  similar  clianges  would  be  re- 
flected in  the  inventory  valuation  of  the  fixed 
as  sets . 

The  ^:ato  of  lixoansion  in  Fixed  *i.ssets 

The  rate  of  fixed  exDfmsion  is  measured  by 
the  increase  in  the  value  Ox   t^.e  fixed  as  Gets. 
1:0  new  difficulties  are  found  here,  as  in  the 
case  of  the  grov;th  in  the  volur.ie  of  business. 
The  value  of  fixed  assets  is  fairly  well  set  if 
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ri'p^preciations  are  taken  regularly.     Additions,  of 
cour^Te,  often  are  made  in  large  quantities,  which 
causes  a  broken  curve.     ^ traighteninc  this  curve 
is  an  easy  matter.     Take   these  figures  as  repre- 
senting tne  fix'^ci.  asp.ets  of  a  cor^vcnji 


1st  year 
2nd  year 
3ra  year 
4th  year 
5th  year 
6th  year 


>l,uuu 

1,  UU0 
1,000 
2,000 
2,000 

2,  bu0 


7th  year 
8th  year 
9th  year 
10th  year, 
11th  77ear 
12th  year 


,;2,500 
3,000 
4,000 
4,000 
4,000 
4,000 


In  the  following  graph,  a  straight  line  has  l3oen 
dravm  tnrougn  the  tv/o  uppermost  points  and  another 
str^i         l:".ro  hetv/een  the' tv/o  lowest  points.  A 
line  dravm  midv/ay  between  these  two,  the  dotted 
line,   is  representative  of  the  fixed  expansion. 
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110^7  v/e  may  return  to  our  three  factors  per- 
taining to  fixel  expansion.     The  first  of  these 
is  the  determination  of  the  rate  of  fixed,  expansion. 
This  involves  a  consideration  of  the  growth  in 
volume  of  Dusiness  c.nd  the.grov/th  in  fixed  assets 
together.    Either  sales  or  fixed  assets  may  vary 
Y/ithout  giving  any  clue  as  to  the  advisability 
of  the  change.     Varying  together,  the  ratio 
rem.ains  constant  and  indicates  that  the  plant  is 
builaing  up  to  meet  the  increasing  volume  of  busi- 
ness.    So,   th?n,   in  measuring  fixed  e^^-pansion  we  must 
consider  the  justification  for  such  expansion  in 
the  volume  of  business  done.     The  financial  ratio 
that  13  used  for  the  purpose  is  the  I'ormal  Net 
Sales  to  Fixed  Assets  Ratio. 
ITormal  Net  Sales  to  Fixed  Assets  Ratio 

Factors  sjid  Computation.   --  ITormal  net  sales 
is  determined  in  the  manner  v/hich  is  explained 
or.  page  91  and  represents  the  necular  trend  of 
t.tie  volume  of  business.     Fixed  Assets,   too,  lias 
been  explained  before.     The  form.ula  for  this  ratio 
is  ; 

Normal  Net  Sales  ., 
—  ^  ;          x  100 

1' 1X9  ..^sei:s 

Significance .         iiie  Normal  Net  Sales  to 
Fixed  Assets  ratio  should  remain  approximately 
the  same  over  a  number  of  -ears.     An  increase 
sug(;ests  that  the  volmie  of  business  is  grov/ing 
up  to  the  capacity  of  the  plant;  a  decrease  sug- 
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gests  that  the  fixed  assets  account  has  been 
increased.     A  standara  or  normal  ratio  for  the 
business  for  any  year  may  be  obtained  by  using 
the  normal  ne't  sales  fi-ure   and  the  normal  fixed 
assets  figure  determined  by  the  method  explained 
on  page  91. 

A  decrease  is  to  be  regarded  critically.  It 
may  be  that  the  business  has  marked  up  its  inven- 
tory of  fixed  assets  or  it  may  be  that  it  has 
recently  acquired  additional  fixed  assets.  In 
case  of  Lhe.  latter,   the  ai  e^stion  of  the  justifi- 
cation  of  the  expansion  must  be  raised.  Over- 
expansion  is  dangerous  according  to  the  sources 
of  tne  capital  used. 

Thf^  Source  of  Capital  and  Overpansio^ 

"Several  dangers  arise  from  overexpansion 
according  t.o  the  source  of  capital  used:  the 
first  class  has  to  do  with  impairment  of  tlie 
v/orhin-:  capital  position  of  the  organization 
whicu  existed  prior  to  expansion;   the  second 
with  the  excessive  charges  against  income;  and, 
the  third,  with  the  impaired  cr-dit  reputation 
incurred  by  jeopardizing  the  earnings  left  over 
for  distrlDution  on  dividena  securities  out- 
standing-.    If  overe>:pansion  exists,  the  use  of 
caplUil,  having  its  source  in  present  -Arri  nn.st 
reinvestea  earnings,  brings  about  difficulties 
of  the  first  type  above,  since  it  must  necessari 
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draw  on  the  working  capital  available  for  cun-ent 
operations.     The  use  of  capital  based  on  short- 
term  inaeoteaness  is  fraught  with  serious  danger 
as  indicated  in  the  second  group  above,  since 
it  increases  short-time  obligation,  v.^hile  tlie 
funas  so  obtainea  are  applied  for  fixed  capital 
purposes.     The  interval  consumed  in  construction 
is  often  Ion':,  '-.vhile   the  future  returns  on  new 
expansion  depend  largely  on  the  vicissitudes  of  . 
general  business  conditions.     The  uses  of  capital 
Obtained  07  issuin,^  '  F-dditior al  stocks,  either 
common  or  preferred,  is  not  altogether  satis- 
factory, as  suggested  in  the  thira  group  of  pit- 
falls, for  additional  dividend  securities  require 
assurea  earnirgs  m  the  future,  in  oraer  to  avoid 
denreciation  of  these  securities  in  the  market, 
-  .1  .  so  1  ipairment  of  the  firms  credit  -.vorth. 
The  fourth  ciass  of  danger  arises  from  the  use  of 
capital  oDtained  by  issuing  bonds  or  mortgages 
over  lon.3  perioas,  which  presents  the  added 
burden  of  heavy  interest  charges  that  must  be 
carried  regardless  of  income.     The  foregoing 
attempts  to  picture  in  a  general  way  conse- 
quences of  overexpansion  in  relation  to  the 
various  sources  of  capital.     V/e  must  a^d  that, 
even  v;here  e -pansion  is  justified,  the  sources 
from  which  capital  has  been  procured  cannot  be 
ignored  fror  th?  standroint  of  their  influence 
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on  the  credit  risk."-;;- 

Tlie  ratios  used  to  determine  the  soui^ce  of 
fixed  expansion  are : 

Net  'Vortn  to  Total  Debt. 

Surplus  to  Net  '.Vorth. 

Current  Debt  to  Funded  Debt. 
All  of  these  ratios  have  been  explained 
above.  ♦  They  should  be  e  camined  together  in  order 
to  come  to  a  fair  conclusion  of  the  source  of  the- 
capital  for  the  expansion.     B^or  instance,   if  the 
first  two  of  these  ratios  are  decreasing,  ;And 
the  third  is  increasing  we  may  reasonably  come 
to  the  conclusion  that  borrowed  capital  is  the 
source  of  the  funds  used. 

This  brings  us  to  the  third  point  in  connection 
with  expansion  --  the  effect  or  expansion  on  the 
present  and  probable  future  financial  resoiu^ces 
of  the  firm.     Here  we  are  interested  in  the  - 
justification  for  exnansion  and  we  attempt  to 
detect  overexpansion .     ichluter  gives  the 
following  symptoras  of  overexpansion : -in:- 

1.  A  reduction  in  the  net  working 
capital  position  relative  to  the 
enlarged  amount  or  fixed  assets. 

2.  A  reduction  in  the  net  working 
car^ital  position  attendant  upon  a 
withdrawal  of  working  capital  for 


-::-o  p.  310 
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purposes  of  rinancing  the  new  ex- 
pansion, OP  upon  an  increase  in 
short-term  liabilities  resulting  from 
the  use  of  current  borrowings  for 
expansion  or  as  a  result  of  purchasing 
flxea  assets  on  credit. 

3.  A  marker!  increase  in  long-time 
indebtedness  that  demands  certain 
portions  of  current  income  for 
fixed  interest  charges.     Such  inter- 
est charges  com.bine  with  certain 
overhead  charges,  such  as  ta.xes, 
depreciation,   insurance,  etc.,  and 
often  make  serious  inroads  on  both 
current  and  future  income. 

4.  A  heavy  increase  in  permanent  charges 
against  income  before  the  newl:/ 
added  capacity  can  be  brought  into 
active  use. 

5.  Furtner  reductions  in  working  capital, 
as  well  as  reduced  income,  and  often 
further  borrowing,  as  a  result  of 
persistent  overexpansion.  The 

latter  may  be  forced  and,  if  so,  cannot 
be  continued  indef initel^?-  without 
reorganization  of  the  concern,  to 
scale  down  the  capitalization. 
The  ratios  used  to  measure  the  correctness 


of  expansion  are: 

Net  Earnings  to  Net  ;orth. 

Current  ^.ssets  to  Current  Liabilities, 

Net  V'/orking  Capital  to  Fixed,  iissets. 

These  three  ratios,  which  have  already  been 
e;vplainecl,   should  be  examined  as  a  group.  De- 
creases in  these  ratios  are  generally  unfavorable 
for  they  show  respectively  a  tendency  toward  a 
smaller-  proportionate  return  to  the  investor, 
an  impaired  current  position,   and  a  dispro- 
portionate financial  maire-up. 

It  is  true  that  general  business  conditions 
play  a  large  part  in  determining  the  justif i'-:ation 
01'  ecpansion.     Expjinsions  just  before  the  period 
01   revival  may  oe  justifiable  while  expansions 
toward  the  end  of  the  period  of  prosperity  are 
apt  to  be  unadvi sable  even  when  the  ratios  look 
favorable.     Then  too,   expansions  in  the  face  of  an 
obviously  increasing  demand  for  the  prod.uct  over 
a  long  period  may  be  profitable  while  expansion 
ir  the  face  of  o-  doubtful  demand,  is  speculative. 

MBTHODS  rO"^  ANALYSIS  OF  FINANCIAL  ST^TEIffilfT  3 

Single  Balance  Slieets 

V/e  have  mentioned  before  that  financial 
statements  have  had,  until  comparatively  recently, 
but  a  small  part  to  play  in  tV.^  o-^edit  d'^cision. 
Such  statements  were  considered  as  private  as  a 
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diary  and.  were  prepared  for  the  exclusive  use 

of  the  O'.mer  or  ovmers  of  tlie  "business.  Later, 

some  kind  of  a  balance  sheet  was  submitted  to 

prospective  creditors  but  it  was  little  used 

a  cursory  glmice,  an  order  to  file  it  away  somewhere, 

and  its  usefulness  was  over. 

Today,  balrmce  sheets  are  more  carefully 
prepared,  thanks  to  the  growth  in  the  size  of 
business,  to  the  accounting  profession,  and  to  the 
income  tax  law.     Creait  executives  may  glean  con- 
siderable information  of  real  value  from  a  single 
balance  sheet. 

Actual  figures  them.solves  are  often  mis- 
loaaing,  for  size  is  e;.siiy  mistak-  n  for  strength. 
People  are  not  used  to  thinking  in  terms  of  thou- 
sands and  millions  of  dollar?,  and  are  unable  to 
handle  such  figures  with  -accuracy.     The  propor- 
tions between  items  are  what  is  really  important. 
vYall  and  Duning  classif^^-  such  proportions  or 
ratios  as  component  and  salient. -si- 

"By  component  porporti6ns  one  might  v;e  11 
mean  those  proportions  which  indicate  the  rela- 
tive distribution  of  a  whole  into  its  component 
parts,  indicating  what  percentage  of  the  whole 
each  part  represented." 

"By  salient  proportions  one  might  mean  the 

-"'1  p.  100 
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■proportional  relationships  between  the  imnontrait 
elements  of  any  statement.     The  current  ratio,  as 
generally  developed,  and  accepted,  is  such  a 
salient  proportion.     It  is  unquestionably  an 
important  strength  measurement  in  that  it  estab- 
lishes the  relation  betv/een  di^bts  maturing  in  a 
near  future  ana  the  assets  from  which  payment 
will  normally  be  effected." 
Component  Proportions 

Component  proportions  are  easily  shovm  in 
additional  columns  on  a  regular  balance  sheet. 
Such  a  statement  is  illustrated  in  "Ratio 
Analysis  of  Financial  Statements and  is  called 
a  Common-Size  Statement  or  a  lOU  Per  Cent  State- 
ment. 


Dollar 


100^^ 


Statement        Process  Statement 


Cash 


Receivables 


Inventory 


3,445 


9,269 


4,871 


Listea  securities  5,700 


Total  Current  23,285 


Total  Fixed 
Total 


74,782 
98,067 


5,445 
98,067 

9,269 
98,067 

4,871 
98,067 

5,700 
"WToFT 

25,285 
98,067 

74,782 
98,067 


3.51^ 

9.45 

4.97 

5.81 

23.74 
76.26 


100.  oo;;^ 
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Dollar  100% 
:Sta.tement        Pi^ocess  Statement 


Payables                   12,550            12,550  12. SO)'^ 

98,067 

Taxes                           1,690              1,690  1.V2 

98,067 

Total  Current          14,240            14,240  14.52 

98,067 

Funded  Debt             50,000            oO,000  50.59 

98,067 

Total  Debt                44,240            44,240  45.11 

98,067 

Reserves                   10,675            10,675  10.89 

98.067 

Net  -^orth                 43,152            45,152  44.00 

  9S,067   

Total                98,067  100.00^ 


Sales  109,250  109,250  114.40,^ 

98;oBT 


Such  data  as  we  find  on  the  above  statement 
is  valuable  in  that  -it  brings  the  facts  into  a 
more  comprehensible  form.     The  use  of  the  100% 
statement,  usinn;  only  the  percentage  is  a  very 
convenient  manner  in  which  to  compare  balance 
sheets  of  one  compcaiy  for  several  periods  or  for 
several  sirrilar  concerns  for  the  same  period,  it 
::;^ov;r>  trends  or  differences  which  are  not  apparent 
from  the  actual  figures. 

A  very  common  but  un";arranted  objection  to 
the  use  of  the  100; j  statement  is  that  the  time 
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required  for  itc  completion  is  too  great  in 
proportion  to  its  value,     as  a  matter  of  fact 
the  necessary  computations  may  be  very  quickly 
and  easily  done  on  a  slide  rule  or  even  iriore 
quickly  and  more  easily  done  on  a  good  cal- 
culating machine  like  the  Munroe,     Three  minutes 
is  the  estimated  time  j"or  zm  experienced  opei^- 
ator  of  a  machine • 

V/all  and  Duninp;  seem,  to  e  'pect  a  greater 
use  of  the  lOO/s  Gtateiiient.-i;-    lliey  point  to  the 
simplicity  of  the  method  of  procedure,  ease  of 
application  and  the  acceptance  of  itr^  import- 
ance, especially  of  late.. 

Professor  Gilman,  hov/ever,  attaches  lit- 
tle value  to  the  lOO;^  statement.    He  quotes  an 
example  of  the  fact  that  the  untrained  reader 
might  at  times  he  actually  deceived. 

Last  Year        %        This  Year  % 
Surplus  $3,938,000       15.2       4,650,000  15.1 

Total  i.ssets  25,854,000     100.0     30,643,000  100.0 

A  careless  analyst  might  notice  the  drop 
from  15.2;3  to  15.11  in  sujrplus,   and  v/ithout  fur- 
ther question,   come  to  the  cone ius ion  that  the 
surplus  condition  has  become  poorer.     It  seems 

-:5-l  p.  106 
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as  though  a  person  who  is  so  easily  deceived 
could  not  oe  expected  to  learn  anything  from 
G.  financial  statement  and  should  not  be  en- 
trusted with  the  credit  decision. 
Salient  Proportions 

Salient  proportions  are  used  to  measure 
the  relations  betv;eren  items  that  have  signifi- 
cant hearing  to  one  another.     These  propor- 
tions are  almost  innumerable  as  far  as  the 
possible  numoer  of  relationships  are  concerned. 
Som.e,  however,  are  more  important  than  others 
depending  largely  upon  the  nature  of  the  busi- 
ness and  upon  the  purpose  of  the  analysis. 
The  proportions,  or  ratios  as  v/e  choose  to 
call  tnem,  for  a  manufacturing  corporation 
would  be  different  from,  the  ratios  of  a  trading 
firm  not  incorporated.     The  bani<:er,  investor, 
manager,  trade  creditor  ana  each  other  nerson 
interested  in  a  business  would  choose  ratios 
which  would  best  show  what  he  v;ants  to  know. 

The  ratios  that  '"'all  and  Duning  rega3:^d 
as  m.ost  important  in  bank  cr-edit  v/ork  are: 

1.  The  Current  Ratio 

2.  Merchandise  to  lieceivables 

3.  Net  'Vorth  to  Fixed  .issets 

4.  Net  Worth  to  Total  Debt 


5.  Sales  to  Receivables 

6.  Sales  to  i.ierchandise 

7.  Sales  to  Fixed  Assets 

8.  Sales  to  ^'^.t  'orth 

The  first  four  of  these  ratios  are  computed 
from  items  found  in  the  balance  sheet.  "inas- 
much as  the  balance  sheet  reflects  the  position- 
er the  company  at  rest  for  an  instant  of  time, 
they  are  di-veloped  from  facts  that  are  mo- 
mentarily at  a  standstill  and  for  descriptive 
purposes  have,   therefore,  been  called  static 
ratios .  "-;!■ 

The  other  four  ratios  have  Sales  as  one  of 
the  related  items.     "These  ratios  express  en- 
ergy, effectiveness  of  action,  or  pov:er. 
Again  for  descriptive  purposes  these  ratios 
have  Doen  called  the  dynamic  ratios."-;:- 
Comparative  Balance  Sheets 

Financial  ratios  are  measures,  and  all 
measures  are  basea  upon  comparison.  Measuring 
financial  condition,  then,  involves  comparing 
the  present  condition  v/ith  the  condition  at 
some  other  time  or  with  some  other  business. 
But  comparison  v/ith  som."  other  business  does 
not  give  the  information  that  is  Y/ant:^a  --  it 
does  not  show  whether  the  business  is  progres- 
sing or  retrogressing.     To  get  this  informa- 
p.  107 
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tion  It  is  necessar;/  to  set  the  figures  of  suc- 
cessive periods  up  against  each  other.  Then 
the  analyst  may,  to  use  V!all  and  Duning»s 
simile,   "get  some  ide?a  as  to  whether  the  busi- 
ness is  laboring  uphill,  runnin;:  up  a  faii^  and 
level  highwa^r,  or  rushing  downhill  at  a  dan- 
gerous speea,"-}? 

The  comparative  balance  sheet  was  the  first 
step  toward  the  intensive  use  of  statements  for 
analytical  purposes.     From  such  a  balance  sheet, 
however,   it  is  difficult  to  learn  much  about 
the  trend  of  the  financial  condition  of  a  busi- 
ness,   xi.  considerable  improvement  is  effected 
when  the  increase  or  decrease  in  each  item  is 
given..    Gilman  gives  this  example: 


THE  i^i^IiUI'^ACTUKll:G  GQl,iPiVNY 

CORPORATION  BALrxNCE  ^HKET 
.vS  OF  DECEIVIBER  31,  19- 


Assets 

1923 

1924 

Increase 

Decrease 

Cash 

7,190 

10,512 

3,322 

Accounts  Receivable 

5,629 

5,857 

228 

Inventories 

28,077 

22,210 

5,867 

Fixed  Assets 

36,163 

37,290 

1,127 

prepaid  Expense 

2,545 

2,459 

36 

Total  Assets 

79,604 

78,528 

4,677 

5 , 953 

-;:-l  p.  85 
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Liablllties  and  1025  1924  Increaoe  Decrease 
ITet  •prth 

notes  Pciyable— Trade  3,000  1,000    2,000 

Notes  Payable--Bank.  3,000  2,000    1,000 

Accounts  Payable  8,000  5,000    3,000 

Dividends  Payable  2,000  2,000  -  — -   

Accrued  Liabilities          337  248    89 

Capital  Stock  Out-       50,000  50,000     

standing 

Surplus  13,267  18,080  4,813   

Total  Liabilities     79,604  78,328       4,313  6,090 
and  Net  ';/orth 

Gilmtin  evaluates  this  method  as  follows:-"- 
" Pre sen tins  the  statement  in  this  form  em- 
phasizes the  changes  that  have  taken  place.  The 
facts  stand  out  clearly  and  thoir  relative  importar..ce 
is  i^ore  easily  gauged. 

"This  -.nethod  of  analyzing  is  perhaps  the  one 
most  comiT^.only  use."!.     For  clearness  the  above  state- 
ment does  not  sjiow  group  headings  and  sub-totals 
the  would  usually  be  given. 

"The  use  of  this  method  plus  the  calculation  of 
the  current  ratio   (and  3  0:-e times  the  acid  test  ra- 
tio) represents  about  the  sum  total  of  analysis 
teclinique  at  t'^e  present  time.  (1925)." 

"And  for  the  ordir.ary  work  of  credit  de- 
partments, it  is  usually  sufficient.  But  for 
the  needs  of  invostoT^n,  ex^-^cutives ,  miblic  ac- 

-;.-2  pp.   49  and  53 
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countants,  and  to  meet  extraordinary  credit  sit- 
uations, this  limited  procedure  is  quite  inade- 
quate • " 

Historical  Analysis        Ratio  Method 

For  the  more  important  credit  analyses  sev- 
eral ratios  are  used.     Computations  of  these 
ratios  covering  a  period  of  several  ^^-ears  are 
made  and  the  results  compared.     In  this  way,  the 
trend  of  the  important  financial  relationships 
is  established. 

But  ratios  hB.ve  to  he  carefully  used.  Un- 
favorauie  terdr-ncies  v/hich  seem  to  exist  in 
certain  instances  may  be  compensated  for  by 
opposite  tendencies.     To  discover  these  opposing 
tendencies,  it  is  necessar:/-  to  use  more  than 
ore  ratio.     Such  ratios  nay  all  shov/  the  same 
tendency  or  they  may  show  opiDOsing  tendencies. 
In  one  case  the  decision  is  es.sy;   in  the  other 
case  the  factors  n;overning  the  decision  are 
forcibly  brought  to  the  attention. 

VHiile  on  the  subject  of  v/arnj.ngs  v/e  might 
note  that  the  accuracy  of  the  results  obtain- 
able through  the  use  of  ratios  is  entirely  de- 
pendent UDon  the  accuracy  of  the  figures  from 
which  they  are  computed.     Then  too,  ratios  must 
not  be  expected  to  give  all  the  information  that 
the  credit  executive  must  have,    a  list  of  the 
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tools  v/ith  wjtiich  the  credit  man  has  to  v/ork  — 
the  list  of  sources  oi'  information  —  is  given 
earlier  in  this  work,  page  3.     In  some  cc.ses  all 
of  tnese  sources  may  v;ell  he  drav/n  upon.  One 
author  says  that  the  ratios  should  he  used 
merely  as  a  check  upon  the  decision  as  arrived 
at  tl-irour.:h  information  received  from,  other 
sources;   another,  that  ratios  merely  point  out 
symptoms,  out  do  not  furnish  a  complete  diagnosis. 

Hov/ever,  a  fairly  com.prehensive  analysis 
of  a  business  is  nossihle  through  the  use  of 
ratios.     The  method  of*  histprical  analysis  hy 
the  ratio  method  is  "comnonly  used  hy  advanced 
analysts,  and  v/hile  it  has  certain  faults,  it 
is  quite  effective  and  practical . "-i:- 

These  are  Gilman^s  objections  to  the  ratio 
method  of  oalance  sheet  analysis: 

1.  Any  balance  sheet  represents  a 
relationship  between  two  varying 
factors  and  any  change  in  a  ratio 
from  ore  year  to  another  must  he 
interpreted  hy  the  examination  of 
the  changes  in  the  two  items  from 
which  the  ratio  is  built. 

2.  The  ratio  is  so  artificial  a  figure 

-::-2  p.  95 
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« 

that  it  is  difficult  for  the 'analyst 
to  keep  in  mind  its  connection  with 
the  actual  balance  sheet  unaer  sur- 
vey. 

3.. The  ratios  £^ive  an  unwarranted  im- 
pression or  finality,  whereas  the 
different  n  tios  probably  vary  in 
their  reliability. 

4,  In  studying  balance  sheets  by  the 
ratio  method  it  is  difficult  to 
obtain  a  bird's-eye  view  of  the  re- 
lations of  various  elements  to  one 
another , 

Historical  iinalysis  by  the  Trend  Method 

Gilman  offers  the  trend  method  of  histori-' 
cal  analysis  to  take  the  place  of  the  ratio 
method..  This  method  takes  the  figures  of  one 
year  as  a  base  and  compares  with  it  the  fi(rures 
for  the  other  years. 

Gilman '  s  example  f  o  1  lows  : 

TI-jE  .-il^IES  k..r.J-V-GTUnING  COMPANY 
GOMPARATIVL  BAL^.NCE  SliEET 
..S  OF  December  31,  19- 

Assets 


Cash 

.iCCOl 

Net 


Total  (4uick 
Assets 


1921 

1922 

1923 

1924 

4,652 

13,571 

7,190 

10,512 

a^-1 0,14,468 

8,217 

5,629 

5,857 

19,120 

21,588 

12,819 

lo,o69 

/ 

! 


I 
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Assets  (Cont'd) 

1921 

1922 

1923 

1924 

19', 

120 

21,588 

12,819 

16,369 

Inventories 

5o6 

20,607 

28,077 

22,210 

Total  Current 

36, 

676 

40,195 

40,896 

33,579 

iiosets 

I'^ixed  Assets  (Less 

922 

25,707 

36,163 

37,290 

depreciation ) 

Prepaid  Expense 

76 

<i  ,  545 

d ,  549 

Total  Assets 

54, 

674 

58,115 

79 , 604 

78,328 

Liabilities  &  Capital 







Notes  Payable-- 

1, 

000 

3,000 

1 , 000 

i  r  aoe 

I'Jotes     Payable -Bank 

4, 

000 

4,000 

3,000 

2 , 000 

Accounts  Payable 

V, 

000 

4,000 

8,000 

5,000 

dividends  Payable 

2, 

000 

2,000 

2,000 

Accrued  Liabilities 

128 

690 

337 

248 

Current  (and.  To- 

14, 

128 

8,690 

16,337 

10,248 

tal)  Liabilities 

Capital  Stock  Out- 

50, 

OuO 

50,000 

50,000 

50,000 

standing 

Surplus   (orvi-  Def- 

-::-9, 

454 

9,4^5 

13,267 

18,080 

icit) 

Total  Wet  /orth 

40, 

o46 

59,425 

63,267 

68,080 

Total  Liaoilities ' 

and  Net  'Vorth 

54, 

674 

68,115 

79 , 604 

78,328 

Sales 

$52,0«8 

|66,383 

$90,652 

$96,691 
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Percentage  Statement 

(Percentage  based  on  1921  figiires) 

1921            1922  19  25"  1924 
percent-    percent-  percent-  percent- 
Assets                1921     age  or  ~      age  ol'~  agt^  of        a^e  of 
i^ricunt       1921            19:^1  1921  19S1 

AccoLmts  Re- 


ceivable 

14,468 

100 

■  56 

39 

40 

Quick  Assets 

19;;  120 

10.0 

il3 

67 

86 

Inventories 

17,556 

1  on 

1  AD 
±  OU 

1  on 
±c  1 

Current  Assets36,676 

100 

115 

112 

105 

Fixed  Assets 

17,922 

100 

145 

202 

208 

Prepaid  Expense 

( omitted.) 

Liabilities 

a  nd  C  ap  i 

tal 

Current  Liabilities 

(also  total) 

14,128 

100 

62 

116 

73 

Kst  Worth 

40,5^6 

100 

147 

156 

168 

Sales 

52,UB8 

100 

127 

174 

186 

itaLio  KeLliod. 

Ratios 

19  21 

1922 

1923 

1924 

Quick  Assets 
Current  Lia- 
bilities 

19,120 

^  I2070 

248/0 

78% 

IbU/o 

Current  AsserSb.bVe 

r  2607b 

486% 

25O7& 

376% 

Current  Li-:— 

bilities 
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natios 

19  21 

1922 

1923 

1924 

Sales 

62, 038 

-  360;;b 

808% 

1610/0 

1650/0 

Receivable 

lA, 468 

i3  ale  s 

Inventories 

52, 088 
17, o56 

-  297/0 

332% 

323/0 

435/0 

Sale  s 
Net  Vi/orrh 

t32,  088 
40,54b 

-  128/0 

112/0 

143/0 

142/0 

Net  Worrh 

4U,  t»4b 

.  2267b 

231/0 

175/0 

182/0 

Fixed  Assess 

17, 922 

Net;  V\/on;h 

40,  t54D 

=  287/0 

684% 

387/0 

664% 

Liabilities 

14,12S 

oales 

52,088 

.  290/0 

258% 

25l/o 

,  259/0 

Fixed  Assets 

17,922 

Gilman 

l^sv^s  nc 

doribr.  in 

che  mind 

cf  -chos 

e  w^.  0 

his  '"Analyzing  Financial  tJtat emen-cs'"  that  he  considers 
the  trend  method  much  superior  to  che  rauio  method  for 
comparisons  from  one  year  to  another,     ne  points  out 
that  there  is  but  one  notev/orthy  symptom  to  be  found 
by  the  ratio  method  of  analyzing  the  statement  given  -- 
the  disproportionate  increap.e  in  fixed  assets.-"-  That 
increase  is  more  easily  detected  by  the  percentage 
method,   and  au  the  same  time   che  fixed  assets  may  be 
compared  -'ith  ocner  items  in  t^''-^  balanc-^  r-^/^-'^^u  --  net 
woruh,   for  instance  --  to  confirm  the  suspicion  uhat 
fix-^d  asseus  are  increasing  too  rapidly. 

From  the  ssme  authority,         i-^gv^-  t^is  list  of 
advantages  of  the  trend  method  over  ohe  ratio  method: -jhs- 

•K-2  p,   115        ■JS-«-2  p.  121 
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1,   It  furnishes  a  "bird'  s-eye  viev^  of  the 
probl-m. 

2»   rhe  facts  aro  preson-ued  in  comparative 
form, 

5.   xhe  trends  are  shov/n  vividly, 
4,  The  .figiores  are  easier  to  interpret, 
tD,  Less  hignly  trained  help  is  required 
to  ^."^ork  out  the  figures  for  analysis, 
and  the  calculations  can  be  made  much 
more  quickly, 
b.   rhere  is  less  liability  for  gross 
error  because  the  resulting  percent- 
ages  are  partially  self-ardi ting 

\  •'-^ .  ^  ' ■"'■■^  c  omp ar i  s  on  v;  i th  the  act ua  1 
figures. 

Several  other  ndvantages  are  claimed, -5;-  An 
important  point  is  that  tho  trend  method  is  m.ucn 
easier  to  explain  to  a  client  or  to  a  business  ex- 
ecutive,    Nearly  everyone  can  comprehend  'a  com- 
parison of  one  figure  with  anothe-'  ^-hen  the  ■  figures 
stand  for  something  tangible;  but  when  the  figures 
stand  for  a  relationship,  that  is  too  abstract  and 
technical  for  most  people. 

Another  point  is  that  the  trend  method  is 
easier  tc  -;-nr-'   ulate,     Extrn  colnrnif:  v^py  be  added 
to  the  comparative  balance  sheet  in  which  the  -pe-r- 


-j(-2  p,   123  ff 
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centages  may  bo  entered.     This  does  away  with  the 
extra  form  for  the  ratios,     ihe  trend  method  is 
quicker  to  calculate  because  uh^  divisor  is  con- 
stant for  ony  horizontal  row  of  figures,   s  fact 
v/hich  makes  it  easier,   ^sp-^cially  if  the  calcula- 
tions are  made  on  a  slide  rule,     xhen  too,  there 
are  fewer  calculations  to  m.ake  than  for  the  ratio 
method. 

The  trend  method  is  mor^^  flexible  than  the 
ratio  method.     It  makes  no  difference  how  unusual 
or  complicated  a  bplsnce  sh^et  m.ay  be  the  p^^rcent- 
ages  may  be  figured  and  compared  with  the  same 
facility.     percentage  calculations  may  be  made,  too, 
of  operating  statistics.     For  public  utilities,  for 
instance^  v/e  may  compare  miles  of  mains,  number  of 
consumers,   output  and  other  factors  which  help  to 
guide  the  decision  of  th':   justification  of  expansion, 

Mr,  Gilm.an,  however,   adm.its  that  the  trend 
method  is  not  a  com.plete  substitute  for  the  ratio 
method,     he  maintains  th?jt  each  has  ibs  own  use; 
the  ratio  method  for  measuring  present  condition, 
and  the  trend  method  for  measuring  trend.  These 
two  methods  might  -"ell  bo  used  to  supplement  each 
other  in  cerca'n  cas^^s.     But  most  cas'^s  can  be  - 
sufficiently  well  analyzed  without  using  th>^  ratio 
m.ethod  au  all,   or  -  ith  using  only  the  current  ratio 
or  the  acid  test. 


-134- 

STAIIDARD  RATIOS 

Internal  analysis  of  a  company  gives  informa- 
tion tha-c  is  valuable  concerning  zho  current  posi- 
tion "and  the   ^r-nd  of  its  financial  affairs.  One 
uhing  Lhat  it  does  noL  show,  however,   is  whether 
the  position  of  its  financial  affairs  is  dangerous 
or  too  ccnsorvativ^.     Some  light  on  this  phas-  of 
credit  analysis  is  giv^n  by  a  comparison  with  other 
companies  of  a  similar  nature. 

Standard  ratios  are  based  on  the  assumption 
that  ther-  is  a  percentage  approaching  an  ideal 
for  each  ratio.     We  have  already  spoken  of  the 
fact  Gliat  a  ratio  of  200%  has  bepn  generally  re- 
garded as  good  for  the  ctirrent  ratio.     This  stand- 
ard ^'''-n,   ond  s-cill  is  to  a  l8rgp>  measur^^,  applied 
to  any  ousin-ss  as  en  indict  Lion  of  ius  current 
position.     Standards  hav«  also  b-en  computed  for 
ether  ratios.     As  a  further  refinem.'^nt  of  the 
standard  idea,   standards  hav-^  be°n  computed  for 
various  kinds  of  businesses.     This  is  a  step  in 
advance,   for  ±z  is  practicrlly  universally  recog- 
nized that  "ideal"  ratios  for  various  businesses 
vary  ''"ith  certain  factors, -k- 

1.  Geographical  locs-cion 

2.  Products  sold 

3.  Methods  of  marketing. 

'Ar2  p.  149 
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4.  Terms  of  sale. 

5.  Collection  policies. 

6.  Manufacturing  policies. 

7.  General  financial  policies,  etc. 

8.  The  business  cycle. 

These  factors  cause  justifiable  differences 
in  ratios  between  not  on]y  different  industries, 
but  also  between  different  firms  in  the  same  in-, 
dustry. 

Gilman  suggests  r.hat  a  caj:'eful  weighing  of 

* 

Lhese  factors  in  establishing  a  sorr.  of  fixed 
id^al  rar,io  would  Id?  a  great  stride  forward  toward 
that  end. 

A  distinction  is  made  between  ideal  and  stand- 
ard ratios.     '"Ideal  ratios  would  result  from  a 
thorough  scientific  study  of  the  most  efficient 
•companies  in  a  given  group,  taking  into  considera- 
tion variations"-*^-  in  the  factors  listed  above. 

Th^  standard  ratio  is  the  result  of  averaging 
T:he  raxiof  of  many  representative  companies  zo  get 
a  typical  rrtio.     As  a  matter  of  fact  the  arith- 
metic average  is  likely  not  to  be  typical  in  a 
case  such  as  this: 

p.  148 
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Current  Ratios  of  Eighi:  Oil  GompaniGs  1913«- 


The  Texas  Company 

4.05 

Gulf  Oil  Corp. 

57  2.61 

Associated  Oil  Co. 

8.13 

n  r\  ~\  -1  -Pr^vnnn  o      "D     "h      P»  *1  OTITTl  O 

U 3  J- 1 1        JL a.   r^t?  bi  u uiii 

3. 91 

standard  Oil  Co.   of  11,  Y. 

4.92 

Standard  Oil  Co.   of  Penn. 

3 . 88 

Atlantic  Refining  Co. 

6.05 

Vacuum  Oil  Co. 

8.75 
8)512.30 

Arithmetic  Average  76.53  2/3 

Certainly  76.54  is  not  a  typical  ratio.  The 
median  or  the  mode  ''.'ould  be  much  b^^ttor  for  a 
standard  ratio.     Gilman  suggests  the  mode  as  be- 
ing the  mxore  typical  of  the  two. 

In  the  compilation  and  use  of  standard  ratios 
several  things  must  b^-^  borne  in  mind.     One  of  these 
is  the  fact  that  uh- re  must  be  a  large  numb-r  of 
cases  used  in  the  determination  of  a  standard, 
otherwise  th-^  figure  arrived  at  cannot  be  regarded 
as  representative.'    Another  factor  is  th^  geographic 
distribution  of  the  firms  whose  balance  sheets  are 
used.     A  good  plan  is  to  have  separate  standards 
for  the  different  parts  of  the  country. 

Because  the  size  of  a  firm  is  so  important  we 
might  also  sugg-st  a  separate  standard  for  small, 
medium- sized,  end  large  firmis.     ihe  objection  to 

■55-4  p.  342 
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this  is  that  ss  we  refine  our  types  more  and  rnore., 
we  hav ■   so  few  cases  in  most  instances  rhat  our 
figures  are  liable  to  b°  unrepresentative. 

Even  v/hen  these  factors  and  the  factors  listed 
on  pages  134  and  135  are  considered,   still  a  [^ood 
standard  is  hard  zo  arrive  at  due  to  zhe  fact  that 
a  large  number  of  businesses  are  just  starring  in 
business  and  a  larger  numb^^r  are  on  their  last 
legs,  about  to  go  inr^o  bankruptcy.     ihese  firms  are 
not  representative  of  their  classes  and  so  "cheir 
ratios  would  influence  a  standard  away  from  normal. 
Then  too,   account  classification  and  the  doubt 
concerning  the  degree  of  similarity  in  the  nature 
of  business  done  by  firm.s  included  in  the  same 
group  present  difficulties.     Of  course  the  fig- 
ures taken  for  the  different  companies  must  be  of 
the  same  time  and  for  the  same  period. 

In  the  use  of  standards  it  must  be  borne  in 
mind  that  a  standard  for  one  year  is  not  a  stand- 
ard for  any  OLher  ypar.     xhe  business  cycle  and 
general  economic  changes  effect  large  variations 
in  standards  from  year  to  year. 
Indexing  Credit  Strength 

We  have  already  mentioned  th^  fact  that  of 
the  many  different  financial  ratios  . -hat  may  be 
computed  Wall  and  Duning  select  only  ^ight.  These 
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eight,    bhey  claim,   show  all  that  can  be  learned  from 
any  or  all  of  zYie  possible  ratios.     Going  furthor 
uhey  assign  varying  degrees  of  importance  to  th^se 
eight  ratios  as  f  ol'' ows 


^atio 

Relative  value 

Oy    wp  n  (Tin  1' 

Current  ratio 

25% 

Worth--f ixed 

15% 

Worth — debt 

25% 

Sale  s- -receivable 

10% 

Sales- -merchandise 

10% 

Sales--f ixed 

10% 

Sales- -worth 

5% 

Total  value  of  ratios 

100% 

To  the  merchandise--receivable  ratio  they  assign 
no  weight,  .  ' 

Th^se  V'feights,   of  course,   are  arbitrary. 
Probably  no  oth'^^r  p-^rson  '"ould  decide  on  thf^^se  ssm.e 
weights,   -^ven  for  the  same  purpose  that  Wall  end 
Duning  had.     There  is  no  doubt,   too,   of  th'^  fact 
that  differpnt  weights  should  be  assigned  to  the 
several  ratios   uo  fit  the  needs  of  specific  cas-^s. 

In  deciding  upon  these  weights.  Wall  and  Duning 
figured  that  the  worth-to-debt  ratio  is  even  more 
important  than  the  current  ratio.     But  because  of 
the  fact  that   ^he  current  ratio  has  b^en  so  long 


^5-1  p,  158 


-139- 


the  main  r-^liance  of  crediu  men  rhpy  condescended 
to  give  '^'Qual  values  to   these  ratios.     They  regarded 
rhe  vrori:h-f ixed  ratio  abouL  6O70  as  irnporLsnt  as 
either  the  current  ratio  or  the  wori;h-dobt  ratio, 
vrhj.ch  geve  ic  a  weight  of  15yo.     The  sal^s-worth 
ratio  uhey  regarded  as  of  r-he  lecst  importance  and 
the  other  uhree  sal^-^s  ratios  as  of  equal  importance. 

I'he  index  method  of  com.p-uting  credit  strength 
is  used  with  standard  ratios.     iL'ach  ratio  is  can- 
pared  with  the  standard  on  a  percentage  basis  and 
the  ".-eight  is  applied  to  uhe  relation  so  obtained. 

Following  is  the  example  given  of  the  use  of 
an  index: 


Ratios 

WeighL 

Base 
Ratios 

Company 

Relation 

Value 

Cur  rem:  Ratio 

2b 

2007b 

220^ 

llO/o 

27 . 50 

Worth-fixed 

In 

25U 

220 

88 

13.20 

Worth -debt 

2b 

loO 

160 

106 

26.  50 

Salos-rec . 

10 

600 

500 

83 

8.  30 

Sales-mdse . 

10 

800 

600 

Vb 

7.50 

Sales-fixed 

10 

400 

400 

100 

10.00 

Sales-v/or  bh 

b 

300 

240 

80 

4.00 

Index  to-cal 
value 


lOu 


Index  below  par 


97. uO 
3.00 
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Ratio  Values  and  Weights 


Ratio  points  Above  par        Belov/  par 


Current  ratio 

(27.50  - 

25.  ) 

2.50 

Worth-fixed 

(15. 

13. 20) 

1.80 

Worth-debt 

(26.50  - 

25.  ) 

1.50 

bales-rec. 

(10. 

3.50) 

1.70 

Sf^les-mdse . 

(10. 

7.  50  J 

2,50 

SPles-f ixed 

(10. 

10.  ) 

0.00 

0.00 

Sales-wor Lh 

(  5. 

4.  ) 

1.00 

Total  4.00  7.U0 

4.00 

Net  below  p^r  3.00 


Objections  uo  ohe  index  method  are  Lhroe  in 
numb=^r,     xhe  first  obj-^cr.ion  is  Lha  u  r^^ls  tion  to  -che 
cost  of  compiling  the  information.     Yi/all  end  Duning 
emphasize  uheir  contention  uha c  "the  eight  princi- 
pal ratios  can  be  computed  accurately  by  a  reason- 
ably competent  girl,  drawing  a' salary  of  perhaps 
one  htmdred  dollars  a  monuh,   in  something  less 
than  three  minuf^s  per  sta tement.  "-j;- 

'ihe  s-^cond  objection  is  thao  it  is  an  in- 
direct and  complex  method,     (iilman  says  of  ib, 
"Mr.  Wall's  method  takes  (1)   the  ratios  which  are 
already  too  cumbersome  for    jractical  use,    ^2)  con- 
verts them  into  trends,   .  nd  (3)   again  into  weighted 
*1  p.  152 
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trends,   i.  e.,   three  compleoe  sLeps  away  from  Lhe 
original  figur<^s  rhemselvos  .  "-JS- 

The  third  objection  is  the  difficulty  of  ex- 
plaining bhe  meuhod  to  a  client  or  uo  an  -employer. 

Notwithstanding  uhe  vaL  idiuy,   to  a  certain 
ciQgroo^   of  uh"  criuicism  directed  against  the  in- 
dex method,  there  is  at  leasu  some  reason  for 
recognizing  it  end  at  least  considering  its  use- 
fulness.    "Liodern  accuracy  of  expression  calls  for 
someching  more  definite   ohan  vague  criticism.  Fur- 
ohermore  progressive  credit  methods  demand  an  easily 
read  record  vLaich  vill  recall  uo  uh^-^  mind  of  the 
analyst  all  changes  in  the  proportion  of  statement 
figur-s  rapidly  and  completely  over  the  whole 
snuecedent  history  of  the  case.     When  the  mpin  ratios 
are  regularly  computed  and  recorded  they  visualize 
the  mental  autitude  for  each  year  withouu  mental 
computfition  for  each  separate  year .  The  index 

number  sums  the  whole  situation  up,   stressing  all 
facts  in  a  proportion  previously  determined. 

At  the  present  time  "the  v/hole  body  of  credit 
men  are  attempting  to  create  a  credit  science.  Am 
still  the  objectors  to  the  enlargement  of  recorded 
data  as  a  substitute  for  hunch  are  afraid  of  complex- 
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ity.  It  is  noL  enough  tO  szaze  that  some  familiarity 
with  ratios  viH   roliove  them  of  uhis  critici  sm, 

One  -^o^r^  point  in  relation  oo  Dhe  index  method. 
Ofu^n  one  ratio  will        abnormally  high.     "As  a 
matter  of  close  analysis,  when  any  single  ratio 
becom-^'S  abnormally  high,  much  abov  oerity  to  an 
accepoed  base,   iz  should  be  relegsted   to  i:he  back- 
ground and  uhe  other  proportions  bo  allowed  lo 
function  •"ithout  hindrance  by  the  abnor-mal  strength 
of  one  proportion  a  super-strength  in  one  pro- 
portion cannot  make  up  for  en  abnormal  d'^'ficiency 
of  another.     A  bridge  vith  '^ith'^r  the  supporting 
members  or  th-^  road-'ay  abundantly  strong,  but  vith 
the  remaining  element  '""^ak,   is  an  unsafe  bridge. 
What  difference  does  it  make  if  a  bridg-  has  super- 
strong  girders  if  the  road"'ay  be  rotten  planking 
or  if  the  road'"ay  b'^  msde  of  sound  oak  planking 
cov-'-^ring  rooo^n  string'-^rs.     In  either  event,  uhe 
passenger  ov^r  such  a  bridge  is  in  dire  danger . 

A  formula  has  been  worked  out  to  remedy  the 
difficulty  of  an  over- strong  element,   "for  con- 
trolling dislocation  ^,7ithin  an  upward  limit  of 
relation  to  something  below  2OO70    is  as  f  ollows : -Ji-^s- 

Relation     =     100  +     (  Base  ratio       )  ' 

( 100  -  Subject ' s  ratio ; 

^-1  p.   lt>3        -x-^tl  p.  164 
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•rhis  formula  giv^^?  -oracrically  uhe  same  re- 
sulcas  the  regular  formula  -hen  i:h9  ratio  is  only 
slightly  above  100,  buo  operates  progressively  to 
decrease  a  very  high  ratio  so  r.hat  the  high  ratios 
v.'Ould  approach  but  never  reach  the  theoretical 
limit  of  2uO. 

An  example  v;ill  bring  -chiF  ci^r .  Let  us  start 
with  a  cui-rent  ratio  of  duO.  Applying  the  regular 
formula: 

Relation    =     Subject' s  ratio 

Ba  S9  ratio 

we  have  Relation    =     bOO  -  2507b 

Applying  the  control  formula: 

Relation     =     100    -h       (100  -      Base  ratio  ) 

(  Subject' s  ratio) 

yre  have  Relation     =     100    -h      (luO  -  2C0  J  =  16U 

(  mu~) 

ihen  for  cases  in  v^hich  the  ratio  is  no  more 
than  100;*,   th-  regular  formula  is  to  be  used;  for 
cases  in  ^Vhich  tno  ratio  is  ov:^r  lu0%,  the  control 
formula  is  to  b^-  used. 

Index  numbers,   computed  inthe  m.anner  described 
may  be  used  uo  indicate  uhe  trend  of  financial 
condition  of  a  company  over  a  p-^riod  of  years  much 
in  the  same  '-ay  that  index  numbers  of  prices  are 
used  bO  indicate  uhe  trend  of  ohe  price  lev^l  cv^v 
a  period. 
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In  '"Ratio  Analysis  of  Financial  Statements,* 
Wall  and  Dvnlns^  present  a  cor^parison  of  two  companies 
■.vhich  from  en  ordinary  srudy  seemed  lo  be  of  approx- 
imately equal  credit:  sLrenst^h.     Several  of  the  ra- 
oios,  hov/ev-r,  vieve  unfavoralDlp  in  one  case,  and 
favorable  in  vhe  Oohcr.     ^he  index  method  came  intu 
play  nere  -very  nicely  v/itn  the  following  figures: 
Index  of  Credit  Strength  of  Company  A  end 

Company  b 

1st  year     2nd  year      3d  year      4th  year      5th  year 
UO  A  98. bb        104.65        112.3&  115.20  115,35 

CO  B  102.20  99. 9D  98.30  92.70  B4.5o 

•i-he  difference  between  A  snd  B  is  all  the  more 
apparent  ^"h-n  "^e  graph  these  figures; 
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It,  is  pointed  our  zhsz  zhls  case  is  Lypicol  of 
many  cas'^s  in  ^-^liich  a  partial  analysis  is  made  with 
ziie  rosulu  bhao  the  decision  is  not  rhe  correct  one. 
Mere  the  current  ratio  actually  looked  boDoer  for  B 
than  for  A,  but  "uhe  complete  analysis,  as  summed  up 
by  th^  index  shov/s  clearly  that  A  has  imiprovecl 
while  B  has  lost  strength. 

Presenting  the  Facus 
"If  the  purpose  of  financial  statements  is  to 
present  vital  information  about  a  busin^i^ss  Lo  those 
interested  in  it,   lu  seems  highly  importanu  that 
bhose  suatemenus  should  b^  prepared  and  analyzed 
so  that  the  average  reader  will  derive  the  most  in- 
formation from  them  with  the  least  expenditure  of 
time  and  effort.     The  fact  that  the  average  busi- 
ness man  does  not  understand  accounting  procedure 
and  cannot  road  out  of  financial  statements  all 
of  the  important  information  which  he  should, 
emphasizes  the  desirability  of  preparing  the  state- 
ments in  such  forms  as  v/ill  b  '  most  tmdor standable 
and  convey  the  most  information  to  the  average 
reader, 

"It  sr^ems  unfortunate  that  present-day  ac- 
counting practice  oftentim.es  perm.its  the  drawing- 
up  of  cold-blooded  financial  statements  without 


analysis  or  explanation,   it  Dein^  expected  that  the 
average  business  man  will  read  ti^em  and  realize 
their  full  value.     In  most  c  se.-,       little  ex- 
planation and  careful  analysis  v/ould  not  only  mrlie 
the  sta  tements  more  readable,  but  would  give  tiie 
average  man  facts  and  information  he  might  not 
otherwise  obt^-in,  and  v/hich  he  unquestionably 
could  use  in  the  conduct  of  his  business . 

There  are  many  interesting  forms  suggested 
for  t'le  presentation  of  financial  information.  Of 
all  these,  one  used  by  ".all  and  Duning  seems  to  be 
the  most  practical.  They  find  it  more  concise  and 
more  usuable  than  the  longer  forms,  cont. lining  all 
necessary  data  and  eliminating  :  11  unnecessary  de- 
tails : 


•}:-4  p.  189        -;:-;:'l  p.  98 
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RA-TIO  ANALYSIS  OF  FINANCIAL  STAmi5NTS 
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•I-his  form  permits  all  the  necessery  information 
for  any  kind  of  an  analysis.     The  firsx  column  is 
for  the  actual  figures,  th=  second  column  for  the 
100%  statement  of  both  the  company  being  analyzed 
and  the  group  or  standard.     Whatev^-r  ratios  are 
used  are  grouped  at  the  bottor  of  the  sh-'-^t  in  an 
arrang-ment  which  permits  the  index  to  be  computed. 
CharLing  Trends 

Graphic  representation  of  trend  is  easier  1:0 
visualize  than  numerical  representation.  rake 
these  figures  from  the  Ames  Manufacturing  Company 
staTsemenu  which  we  us^c  to  illustraue  the  tr^nd 
and  the  ratio  methods  of  historical  analysis: 

1921        1922        1925         19  24 
Current  Assets  were  $36,576  $42,195  $^0,396  $38,579 
Quick  Assets  were        19,120     21,588     12,819  16,369 
Current  Liabilities 


were 


14,128      8,690     16,557  10,248 


Caov-^e.i^'^  assets 


Current  LvQ.V>\V  iTte.s 


i<iz'i_  iqzs  I'^^-H 
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The  same  information  may        given  by  a  percent- 
age chart  based  on  a  trend  statement.     Hore  is  a 
trend  statement  for  tho  Ames  Company: 


Current  Liabil- 
ities 


1921 

1921 

1922 

1923 

1924 

56,676 

100% 

115^ 

110% 
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19, 120 

100% 

112^ 

67% 

86^ 

14,128 

lOO/o 

62^ 

116% 

73^ 

1113 
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SUIvIMA.RY 

The  man  upon  v;hom  the  credit  decision  rests 
has  to  bear  a  heavy  responsibility.     If  he  is  too 
conservative,  he  loses  business  for  the  firm;  if 
he  is  too  easy  with  credit  he  loses  money  for  the 
firm.     Thus  the  credit  man  is  put  in  a  position 
"between  the  devil  and  the- deep  blue  sea''  with  but 
little  room  to  move  between  the  two. 

It  is  true   that  there  are  several  tools  or 
instruments  of  credit  investigation  with  which  the 
credit  executive  may  find  his  bearinn;s,  but  ;ill  of 
these  tools  are  imperfect.     The  human  element  in 
all  of  tJiem  is  such  a  great  factor  that  no  deci- 
sion c;.n  be  absolutely  certain.     In  accessibilit;/ 
to  data,  imperfect  and  incomplete  data,  the  c]:ance 
for  "windovv  dressing"  and  manipulation  of  facts 
and  figures        all  oj;  these  obstacles  and  many 
more  are  in  the  wa-/-  to  hinder  credit  cr.no.ly,'jis . 

Thus  the  problem  is  largely  personal  and  de- 
cisions ;;.re  m.atters  of  judgfnent.     No  wonder  that 
credit  men  are  looking  for  some  means  of  credit 
analysis  which  will  provide  a  buffer  for  their 
own  responsibility.     Hoay  simple  to  go  through  a 
matnematioal  procedure  to  arrive  directly  at  the 
decision.     Then  in  case  something  goes  wrong  the 
credit  man  no  longer  must  accept  the  blame  for 
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poor  judgment,  but  v/ill  turn  to  his  figures  as 
proof  of  the  correctness  of  his  decision. 

There  is  no  doubt  "chat  credii:  rr-tios  are  a 
help;  but  as  we  have  read,   they  must  not  be  ac- 
cepted as  the  panacea  for  all  credit  investigation 
ills  and  troubles.     Credit  men  should  learn  to  use 
them  not  only  to  help  them  in  th^-ir  work  at  the 
present  time,  but  r-lso  to  make  them  of  the  great- 
est use  for  bhe  particular  problem  at  hand,  too 
much  criticism  against  credit  ratios  is  of  such  a  • 
general  nature  tha u  it  may  b°  discotmted  to  a 
large  degree.'    A  credit  decision  is  a  specific 
problem.     Any  firm  should  find  out  just  hovi  it 
m.ay  employ  ratios  to  advantag-^.     The  various  ra- 
tios and  methods  should  be  tested  by  each  individ- 
ual concern. 

Much  credit  should  be  given  to  the  pion^^ers 
in  the  field  of  crecit  analysis  by  th'^  use  of 
financial  ratios.     Th'.'y  have  made  an  application 
of  the  scientific  method  to  a  difficult  problem 
and  have  started  a  movement  which  should  result  in 
some  definite  satisfactory  manner  of  judging  credit 
risks  v'ibh  a  degr<^e  of  m^a thematical  certainty. 

Much  v'ork  is  yet  to  be  done.     The  first  thing 
is  a  great -r  uniformity  in  the  presentation  of 
financial  information  and  strict  laws  against  mis- 


-152- 

representation  of  facts  and  figures,     rliis  is  a 
big  problem  in  itself  but  there  must  com-^  this 
greater  uniformity  and  ceruainty  b  fore  much  of 
general  importance  or  value  may  be  readily  doi^  in 
the  field. 

The  next  problem  is  the  selec-cion  of  ratios 
for  particular  uses.     It  is  obvious  that  ratios 
must  be  used  in  groups.     Schluter  rr^cognized  this 
fact  when  he  combined  the  ratios  in  five  groups, 
the  outline  which  we  have  follower;    With  uniform 
statements  it  becomes  more  possible  to  have  a  formu- 
la of  ratios  to  use  to  show  tendencies  toward  spe- 
cific business  ailm'^nts. 

Much  more  work  is  y^t  to  be  done  on  ratio 
standards.     Many  m.ore  cases  than  have  so  far  been 
used  must  be  taken  ]n  com.piling  figtires.  Groupings 
by  industry,  geographical  location,   size  of  business, 
age  of  business  or  by  other  factors  should  be  attemp- 
ted.    Only  v.'hen  we  have  more  representative^  standards 
will  standards  be  more  than  levels  of  unknown  posi- 
tion. 

With  the  abov'-^  suggested  problems  worked  out 
satisfactorily  it  wil]  be  more  possible  to  make  use 
of  ratio  indexes.     But  even  '"ibh  the  greatest  mathe- 
matical accuracy,   the  credit  problem,  is  still  large- 
ly personal  and  '"all  have  to  depend  on  its  solvin^^  to 
a  proportional  amotmt  of  credit  judgm'^-nt. 
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